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ACCOUNTING FOR FUNCTIONAL 
DEPRECIATION 


HERBERT F. TAGGART 


paper on obsolescence at Philadel- 

phia last winter and its publication 
in the June AccountTiNG REvIEw represent 
long overdue attention to this important 
subject by accountants. It is to be hoped 
that this paper is the beginning of really 
adequate attention to this subject, and 
that the author’s other writings will 
shortly see the light of day in published 
form. 

At first glance the proposal that obsoles- 
cence should be accrued separately from 
the physical factors in what accountants 
commonly lump together under the head 
of “depreciation” is likely to arouse no 
great enthusiasm in the mind of the ortho- 
dox accountant. To him the only sensible 
attitude toward depreciation is that it is 
caused by a complex of factors, some phys- 
ical, such as wear and tear and the action 
of the elements, and some functional, such 
as obsolescence and inadequacy. These 
several factors, though conceptually dis- 
tinct, are not distinctly measurable, since 
they are to some extent interdependent. 
Furthermore, each factor must be pre- 
dicted, and it is by no means a certainty 
that the sum of several estimates of un- 
known individual factors would be much 
of an improvement over one intelligent 
composite guess. 

A study of the proposal, however, 
especially in the light of some problems 
connected with the national-defense pro- 


T= PRESENTATION of Mr. Moyer’s 


gram, will serve at least to convince any- 
one that greater effort should be made to 
isolate and measure the several factors of 
depreciation. That which appears to be 
one of the author’s principal points, 
namely, that wear and tear is an operating 
cost while obsolescence is a loss, will 
scarcely bear the strain of logical analysis. 
Nevertheless there are a number of reasons 
why the drawing of a dollars-and-cents dis- 
tinction, as well as a conceptual one, be- 
tween the physical and the economic fac- 
tors of depreciation may be worth while. 

Before going into the reasons for at- 
tempting to separate functional and physi- 
cal factors of depreciation, it may be well 
to examine the proposition that obsoles- 
cence represents a loss in the Patonian 
sense. Mr. Moyer premises this argument 
on the statement that the physical factors 
of depreciation are the result of the use of 
productive capacity, while the economic 
or functional factors (with which he 
broadly identifies obsolescence) result in 
its non-use, or abandonment. Physical 
“depreciation, then,”’ he says, “‘implies the 
gradual expiration or consumption of pro- 
ductive power, while obsolescence implies 
the abandonment of unused potential pro- 
ductive power. Stated in a little different 
manner, it might be said that the former 
represents the productive capacity used; 
the latter represents the productive ca- 
pacity not used.” 

Paton is then quoted as defining a loss as 
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“a disappearance of value without com- 
pensation. However,” Paton continues, 
“it is easier to define losses in general terms 
than to distinguish [them] precisely from 
expenses in specific cases. From the stand- 
point of a strict definition, considerable 
sums are expended by most enterprises 
that do not bring about any return or an 
adequate return.” From this statement 
Mr. Moyer derives the implication “that, 
according to strict definition, all obsoles- 
cence would be considered as a loss.’”’ Such 
an implication is hardly justified. Mr. 
Moyer himself distinguishes between “‘nor- 
mal obsolescence” and “extraordinary 
obsolescence.’ The former, he says, has 
commonly (though he thinks erroneously) 
been treated as an operating expense or a 
cost of production, while only the latter 
has been handled as a loss. There is noth- 
ing in Paton’s definition of a loss which in 
any way requires that “normal obsoles- 
cence’—by which is meant obsolescence 
which can reasonably be anticipated—be 
treated as a loss. There is no more reason 
for such a treatment in the case of normal 
obsolescence than there is in the case of 
any other item of expense. As Paton indi- 
cates, amy item of expense or expenditure 
may become a loss, since there may be no 
resulting revenue. However, Paton does 
not advocate treating as losses any of those 
items which are commonly booked as 
expenses or costs of production, thust be- 
cause they may not result in revenue. 

The test of whether or not an item is to 
be treated as a loss is whether or not, at 
the time it is entered on the books (or 
perhaps at the time asset expirations are 
recognized or the accounts are closed) 
there is a reasonable relationship of the 
value expirations to revenue transactions. 
An important factor is whether or not the 
item is the result of deliberate intent or 
planning on the part of management, or 
can reasonably be so interpreted. The 
mere name which a thing bears is no sort 
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of guide to where it belongs in the account- 
ing scheme. For example, one of Paton’s 
favorite illustrations of loss is theft. A 
clear case is that in which thieves back a 
truck up to the store door and make way 
with the entire stock. That would be a loss. 
On the other hand, petty pilferings at the 
five-and-ten must surely be anticipated by 
the management, the risk must be assumed 
(being offset by the advantages of having 
the stock open for choice and display), and 
the cost is therefore, in the words of the 
income-tax law, an “ordinary and neces- 
sary’’ expense of doing business. 

Mr. Moyer would have done well to ob- 
serve the paragraph in the Accountants’ 
Handbook following the one from which he 
quoted. This paragraph reads as follows: 

“The general rule to be followed can be 
stated briefly. Assuming that costs are 
incurred in good faith, and on the basis of 
average business judgment, and assuming 
that recognized technical standards are 
being maintained, there is no need of 
isolating a part of such costs as a loss, 
merely because conditions are not ideal. If 
on the other hand gross inefficiency pre- 
vails, or unfortunate conditions of an 
extraordinary character obtain, it is ob- 
vious that losses are being suffered and it 
is desirable to separate such losses from 
ordinary operating charges.” 

Into such an interpretation of the term 
‘loss,’ normal obsolescence does not fit. 
When a business man purchases a machine 
he does not expect it, under modern in- 
dustrial conditions, to continue to be use- 
ful as long as it physically holds together. 
He expects to have to replace it, or to dis- 
card it, as soon as it is no longer economi- 
cally productive. That event will occur in 
five or ten years, perhaps, although the 
machine could be made to operate for 
twice as long a time. As a result of his an- 
ticipations, however, the business man 
very properly computes 20% or 10% of the 
cost of the machine as an operating ex- 
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pense or current cost of production. He 
bases his operating policies and, as far as 
he is able, his prices on this, as well as his 
other costs of operation. Under these cir- 
cumstances who is to say that the economic 
productive power of the asset is not fully 
utilized? The accountant is concerned with 
economic facts, and failure to utilize phys- 
ical productive power is of interest to him 
only to the extent to which value data are 
affected. The machine is bought, and its 
use must be accounted for, not in terms of 
the number of units of service which it is 
physically capable of rendering, but in 
terms of the dollars which its use can be 
expected to add to the owner’s revenues. 

If this analysis be correct, the attempt 
to distinguish between the physical and 
the functional causes of depreciation by 
calling the former expense and the latter 
loss is seen to be based on false premises. 
The business man is and should be swayed 
in precisely the same way by both types of 
factors, and it is highly unrealistic to argue 
that he stands in a position to be repaid 
for the one and not for the other. The fact 
is that if he can manage to obtain revenues 
high enough, he will be repaid for both, 
and it is further true that if revenues are 
not high enough to cover all operating 
costs no one short of an alchemist could 
possibly tell which costs are being reim- 
bursed and which are not. The only thing 
certain is that a portion of total costs has 
not been recovered and that therefore 
there has been a loss. 

Thus must be discarded this reason for 
distinguishing between the physical and 
the functional factors of depreciation. The 
idea of such a distinction, however, is 
worthy of further examination. Complete 
justice to such a project cannot be done in 
80 brief a space, but there can be pointed 
out a few avenues that ought to be ex- 
plored. 

One of the questions which have become 
Pressing in connection with the defense 


program is that of depreciation rates al- 
lowable for income-tax purposes. This does 
not refer to amortization, as provided for 
in the Second Revenue Act of 1940, which 
applies only to productive facilities spe- 
cially acquired for defense contracting, 
but to depreciation on the taxpayer’s 
ordinary plant and equipment which he 
may use for production of defense com- 
modities. On such plant the owners have 
been anxious to take more than “normal” 
depreciation (whatever that is) for two 
principal reasons. One is that the exigen- 
cies of defense production may necessitate 
(and in many cases have necessitated) 
operation for two or even three shifts 
instead of the single shift prevailing under 
ordinary conditions. The other is that it 
may be (or has been) necessary to employ 
workers less skilled than usual, in order to 
get out the required production, and addi- 
tional wear and tear on machines is ex- 
pected from this source. 

“Accelerated depreciation” is the tax- 
payer’s name for what he wants. In both 
cases, however, the factors at work are 
such as affect only physical wear and tear, 
and have no bearing on other causes of 
depreciation. Hence, if they are to be 
measured, some means must be found to 
isolate the major depreciation factors. 

To be specific, if the accepted deprecia- 
tion rate on a given machine is 15% an- 
nually when it is operated on a one-shift 
basis, what should the rate be on a two- 
shift basis? The problem can be answered 
only if the 15% rate can be broken down 
into its component parts, since the change 
in operating hours does not affect all com- 
ponents of the rate, but only the one com- 
ponent which is called wear and tear. The 
others remain unchanged. It is to be noted 
that the distinction is not the broad one 
between physical factors on the one hand 
and functional factors on the other, but 
between wear and tear and all other 
causes of depreciation. At this point the 
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way of the taxpayer seeking this kind of 
relief becomes difficult. T. D. 5,000, the 
Treasury regulation under which Vinson- 
Trammell profits are determined, provides 
that, “in making allowances for deprecia- 
tion, consideration shall be given to the 
number and length of shifts.”” How much 
consideration, however, is not stated, and, 
necessarily, no indication is given as to 
what increase the addition of one or two 
shifts will be considered to justify. Each 
case must be decided on its own merits, 
and in every case the taxpayer will be 
working under a considerable handicap 
unless (which is most unlikely) his de- 
preciation rates were originally established 
by means of the separate consideration of 
each major cause of depreciation. 

Suppose, for example, that he has de- 
termined his 15% rate by allowing 10% 
for wear and tear on a single-shift basis 
and 5% for obsolescence, and that he can 
show that these allowances are reasonably 
justified. Properly interpreted, this means 
that the machine, operated on a single- 
shift basis, would be physically capable of 
giving ten years of service but, on account 
of the foreseeable obsolescence factors, its 
effective life must be diminished to six and 
two-thirds years. Obsolescence, and not 
wear and tear, is the controlling factor. If 
operation is stepped up to a double-shift 
basis, wear and tear becomes the control- 
ling factor and the rate is increased to 
20%, the effective life becoming five years. 
Three-shift operation would require a 30% 
rate, or a life of only three and one-third 
years. This assumes, of course, that doub- 
ling the rate of use actually doubles wear 
and tear, an assumption which is possibly 
open to question. In the absence of any 
basis for splitting the composite 15% rate, 
however, the taxpayer would be severely 
handicapped in making his case for accel- 
erated depreciation. 

Still more difficult is the establishment 
of a measure of accelerated depreciation 
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because of operation of machinery and 
equipment by unskilled workmen. It seems 
obvious that, no matter how carefully 
causes may be isolated and records may be 
kept, the importance of this factor must 
be a matter of opinion. Presumably, in 
determining 10% as the wear and tear 
factor, the taxpayer has assumed the em- 
ployment of workmen of the same average 
skill as in his past operations, but how isa 
decline in average skill to be measured, and 
how is the effect of such a decline on the 
wearing qualities of machinery to be com- 
puted? The Treasury has recently ex- 
pressed a willingness to take this factor 
into account, but no taxpayer expects 
much tangible relief. Operation by un- 
skilled workmen may, however, be used as 
an argument to support the necessity for 
what might otherwise seem to be an exces- 
sive program of repairs to be charged 
against contract work. The Treasury is 
much more likely to accept arguments 
with regard to actual money spent than in 
connection with less tangible indices of 
cost. 

Of more potential importance than 
possible income-tax benefits as an argu- 
ment for separate treatment of major 
phases of depreciation is the possible 
managerial advantage of calling attention 
to the relative importance of the several 
causes. The acceptance of the thesis that 
depreciation rates are the resultant of an 
indistinguishable complex of causes is 
likely to be accompanied by a defeatist 
attitude toward the problems of control- 
ling this element of cost. As a matter of 
fact, it may well be that the generally held 
concept of depreciation as the inevitable 
result of the working of several kinds of 
physical and economic causes is precisely 
the reason why depreciation is commonly 
listed among the uncontrollable items of 
cost. 

Nothing could be further from the truth 
than the notion that depreciation is not 
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controllable. Only from the short-run 
viewpoint does this idea have any validity. 
In the long run depreciation is as control- 
lable as any other expense. It is important 
to remember that Hatfield’s “‘irresistible 
march to the junk heap” can be delayed. 
However, there is no one control measure 
which will affect all the causes of deprecia- 
tion simultaneously and alike. Hence (and 
this is no more true of depreciation than 
of other expenses) the several causes of 
depreciation must be recognized and meas- 
ured as carefully as possible in order 
that the correct means of control may be 
applied in the proper degree. 

To illustrate, it is necessary to examine 
the causes of depreciation and to see what 
measures of prevention or control may be 
employed. In the Accountants’ Handbook 
Paton lists the causes as follows: 


1. Ordinary “wear and tear’ in use 
2. Unusual damage or deterioration 
. Exhaustion 

. Limited possibility of use 

. Inadequacy 

. Obsolescence 

. Cessation of demand for product 


For the first cause, ordinary wear and 
tear, the most important controls, ob- 
viously, are a good maintenance program, 
the employment of competent and careful 
workmen, and the elimination of unneces- 
sary use. None of these, of course, can 
eliminate wear and tear or make unneces- 
sary the ultimate abandonment of the 
asset on account of wear and tear (al- 
though maintenance carried to an extreme 
can almost bring this about). However, all 
these remedies cost money themselves. 
Maintenance is an out-of-pocket expense, 
skilled workmen require a high wage scale, 
and the avoidance of unnecessary use 
Means something in the way of extra 
supervision and planning. How far the 
Management is justified in spending money 
for these things depends on the amount of 


saving which can be brought about. The 
measurement of this, in turn, necessitates 
the measurement of wear and tear as a 
depreciation component. If wear and tear 
is a minor factor in a given case, or if 
functional depreciation operates too swift- 
ly, the spending of money to cut down wear 
and tear cannot be justified. 

Unusual damage or deterioration is 
illustrated by Paton in terms of uninsured 
accidents, unusual exposure to weather, 
and damage resulting from floods, and the 
like. Such occurrences would hardly seem 
to furnish bases for ordinary depreciation 
components, at least when a rate is being 
established for an individual asset. For 
group rates, such as those for freight cars, 
this factor can, of course, be taken into 
account on the principle of pooling risks. 
The managerial answers to such a source 
of loss or expense are insurance and pro- 
tective measures. Both of these cost 
money, and the lengths to which the man- 
agement is justified in going depend on the 
evaluation of the risks as compared with 
the cost of eliminating them. Here again 
the advantage of being able to isolate this 
cause of depreciation is obvious. Only by 
doing so can the management take the 
correct attitude and institute the proper 
measures of control. 

So one could go down the list, pointing 
out the varied remedial or control meas- 
ures suited to each element of the de- 
preciation complex and drawing the 
conclusion in each case that the only way 
for the management to know how far to go 
in preventing or minimizing the particular 
cause is to weigh its importance, dollars- 
and-cents-wise, against the cost of the 
appropriate counter-measures. 

Thus is attained the conclusion that 
depreciation should be regarded not as a 
single phenomenon, nor as the result of a 
complex of causes which cannot be meas- 
ured. Instead, it should be regarded in 
terms of its component elements which, if 
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we grant they can never be segregated and 
evaluated with complete accuracy, never- 
theless deserve our best efforts to do so, 
because only in doing so can intelligent 
steps be taken to control their cost. 

There remains the question of segregat- 
ing the several elements of depreciation in 
the accounts. If some of them were to be 
charged to operations and others treated 
as losses, the desirability—indeed, the ne- 
cessity—of such segregation would follow. 
If, on the other hand, all elements of 
depreciation are to be treated as expense, 
or cost of operation, the case for segrega- 
tion is by no means so clear. The principal 
argument for it would seem to be the 
argument usually used for minute ex- 
pense classification, namely, the need for 
managerial information, Such information 
can be supplied, however, in whatever 
detail may be desired, without setting up 
separate accounts for wear and tear and 
the other depreciation elements. Manage- 
rial inquiry into the details of depreciation 
computations will arise principally in 
connection with maintenance and other 
operating policies, in the original setting 
of depreciation rates, and when changed 
conditions and improved knowledge de- 
mand changes in depreciation rates. Infor- 
mation for all of these purposes can be 
carried in the form of memoranda on the 
underlying cards or other subsidiary rec- 
ords of the property accounts. Deprecia- 
tion charges, it must be remembered, are 
homogeneous. All depreciation of a par- 
ticular machine, for example, is a cost of 
turning out the product on which that 
machine works. This is as true of the obso- 
lescence portion of the total depreciation 
as of the wear-and-tear portion. Little 
would be gained by segregating these por- 
tions in the accounts. 

It should be noted in this connection 
that, if segregation in the accounts were 
desirable, division merely into two por- 
tions would not suffice. If there are seven 


causes of depreciation, all acting more or 
less independently, and if the management 
must obtain information concerning them 
from accounts, then seven separate de- 
preciation expense accounts must be sup- 
plied, and perhaps seven corresponding 
reserves. It is hard to see however, what 
purposes such multiplicity of accounts 
would serve, and the sensible conclusion 
seems to be that separate accounts cor- 
responding to the several depreciation 
elements would be an unnecessary burden 
on the bookkeeping staff. 

A possible exception to this rule might 
arise in the recognition of idle-plant ex- 
pense. If plant and equipment remain 
unused beyond an amount of time con- 
sidered “‘normal” for purposes of planning 
operations and computing costs, there is 
much logic in segregating the expenses 
involved and calling them “‘idle-plant 
expense” both on the books and in the 
statements. It might seem, therefore, that 
here is a case for segregating those ele- 
ments of depreciation which proceed 
regardless of use—practically all except 
wear and tear—in order that the necessary 
information may be available for setting 
up the idle-plant costs. Such information 
can be obtained by simple computation 
outside of the books, however, and does 
not require the keeping of separate records. 
Furthermore, it is entirely possible that 
idle-plant costs may include some wear- 
and-tear expense. A plant need not be 
entirely shut down to be “‘idle”’ in the sense 
intended. Hence segregation of the several 
depreciation elements in the accounts 
would not necessarily result in increasing 
the ease and accuracy of idle-plant cost 
computations. 

A further argument against segregation 
is the false sense of improved accuracy 
which such a procedure would create. In 
spite of the desirability of making an at- 
tempt to weigh the relative importance of 
the various depreciation factors and of 
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furnishing such information to manage- 
ment, it remains true that the entire proc- 
ess is very much in the realm of specula- 
tion and, in the absence of much more 
research and experience, is likely to remain 
so for an indefinite period. To reduce so 
speculative a breakdown of depreciation 
into monetary entries in the accounts 
would be to create in the minds of all con- 
cerned entirely too much of the impression 
of infallibility which beautifully balancing 
figures always produce. Such an impres- 
sion the honest accountant should strive to 
avoid. It remains true that the measure- 
ment of depreciation is very much a 
matter of judgment. It is a positive virtue 
of recording depreciation all in one piece 


that an overestimate of obsolescence or 
inadequacy may tend to be offset by an 
underestimate of wear and tear or exhaus- 
tion, or vice versa. 

In spite of the rather gloomy picture of 
the present status of depreciation account- 
ing presented in the preceding paragraph 
—or perhaps because of it—the impression 
should not be created that improvements 
cannot be expected. Quite the contrary is 
true. Further inquiries into the causes of 
depreciation in an attempt to measure 
their relative importance are fully justified. 
The result will be improved determination 
of depreciation rates and a sounder ap- 
proach to the problems of managerial 
control. 


THE PROBLEM OF IDLE EQUIPMENT 


Haroip G. AVERY 


property which, under certain con- 
ditions, involves an important ac- 
counting problem. This special class, 
referred to as ‘‘idle equipment,’ comprises 
those assets becoming temporarily idle 
because operating capacity has fallen be- 
low estimated normal requirements. Idle 
equipment does not entail accounting 
treatment in the case of a plant using all of 
its fixed assets under‘normal circumstances 
or operating at full service capacity; main- 
festly there is no idle equipment. It is only 
when operations temporarily fall below 
normal capacity output that the problem 
of idle equipment arises. 
Partial-utility—i.e., standby or extra— 
equipment is brought into service in order 
to maintain either normal or full service 
capacity, especially to maintain produc- 
tion in the case of breakdowns and to carry 
peak-load requirements. It naturally fol- 
lows, however, that if business conditions 
are such that below-normal operations 
prevail for any considerable length of time, 


Te PAPER deals with one class of 


further equipment will be thrown out of 
service in addition to partial-utility prop- 
erty. If adjustments of plant values have 
to be made again in order to correct this 
maladjustment of property equipment, 
partial-utility assets are the first aban- 
doned; and other equipment, previously in 
regular use, is used for standby or extra 
plant property. No method of accounting 
technique set up simply to differentiate 
between partially useful property and idle 
equipment will keep the capital invest- 
ment in a failing business or industry from 
eventually being swept away by adverse 
economic conditions. 

Idle equipment is not necessarily the 
result of obsolescence. The industry may 
be a stable one, the product new, and the 
equipment of the most recent and modern 
type; yet the plant may be operating at an 
exceptionally low capacity output. Take, 
for example, the automobile industry, the 
steel industry, and the meat packing 
industry. When the economic system is 
suffering from decreased prices, decreased 
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purchasing power, lack of demand, and 
unemployment, plants within these indus- 
tries may operate all the way from 20% to 
50% capacity, based on certain estimated 
normal figure. Obviously, 50% to 80% of 
the machinery and equipment is standing 
idle. Whole plants, departments, and units 
—all in first-class condition and under 
normal circumstances in operation—re- 
main inactive. 

Excess facilities should not be confused 
with idle equipment. Excess facilities are 
those plant facilities with a capacity out- 
put in excess of the production require- 
ments for present or prospective business 
demands. (These demands are assumed to 
be those existing under normal conditions.) 
When such conditions exist, fixed assets 
have to undergo drastic appraisal examina- 
tion, especially when entire plants have to 
be abandoned. 

In connection with idle equipment, as 
defined above, several accounting ques- 
tions appear. How is accounting affected 
when a large group of properties is lying 
idle as the plant operates at, say, 20% nor- 
mal capacity? Should operations be 
charged with the annual depreciation of 
the entire plant and equipment, when only 
a small fraction is actually being used? Or, 
should some more equitable method be 
devised for handling depreciation accruing 
on idle equipment? 

Assume that the value of the fixed assets 
of a plant is represented on the books at 
original cost less depreciation or deter- 
mined by an appraisal study based on 
some other value factor. This figure in- 
cludes the value of all property classified 
as depreciable fixed assets, i.e., depreciable 
property intended for use in the operations 
of the business and not for sale. Whether 
these assets are actually used in the oper- 
ations of the business depends upon the 
conditions of demand. What basis shall be 
used to determine the plant property 
necessary to operate the plant under nor- 


mal conditions? From one point of View, 
all plant assets intended for use (full sery- 
ice capacity), represent estimated normal 
capacity, or 100%. Therefore, if the 
management finds that only 20% of the 
machinery and equipment is required to 
conduct the plant operations under pres- 
ent conditions, the plant is said to be 
operating at 20% capacity, and likewise, 
80% of the plant is idle. From another 
point of view, normal capacity is estimated 
to be a certain percentage of full service 
capacity, and whenever the plant is 
operating at less than normal capacity the 
problem of idle equipment arises. For 
example, a reasonable figure may be as- 
sumed to represent normal capacity, say 
80% of full service capacity. Whenever 
the plant is operating at less than 80%, 
say 50% capacity, 30/80 of the plant is 
said to be idle, whereas 50/80 of normal 
capacity is in operation. 

Each of these points of view deserves 
special consideration. Take the first case, 
in which normal capacity is assumed to be 
full service capacity and is represented by 
100%. If the plant is operating at 20% 
capacity (80% idle), how shall this situa- 
tion be treated on the books? One author 
suggests that machinery and equipment 
not being used should be transferred to a 
special account labeled Reserve Machin- 
ery and Equipment, or some other name, 
for the purpose of reducing the deprecia- 
tion rate to a nominal one for the period in 
which the plant equipment is idle.’ When 
these units (reserve machinery and equip- 
ment) are again placed in normal service, 
they are returned to active equipment ac- 
counts, and full depreciation rates are 
charged. When plant unit accounts are 
maintained in a plant ledger classified 
according to plants, branches, depart- 
ments, and other cost centers, the amount 


1B. W. Lemley, ‘Value of Appraisals to the Cost 
Accountant,” NACA Bulletin, Vol. XIII, No. 17, sec. I 
(May 1, 1932), p. 1179. 
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of idle equipment can be determined quite 
readily. Thus, if the foundry were closed 
down for six months or a year, all the plant 
units connected with the foundry can 
easily be transferred to a Reserve Plant 
account and nominal depreciation figures 
calculated accordingly. 

This method, however, seems to over- 
jook three things. First, there seems to be 
no particular reason for breaking down the 
asset account for classification purposes 
into plant intended for use and plant 
actually in use. Normal conditions are 
assumed to be a long-term basis for which 
the plant was constructed, and any devia- 
tions from this are assumed to be merely 
temporary, not sufficiently important for 
reclassification of fixed assets. However, 
Mr. R. H. Montgomery states, ‘When a 
material portion of the plant and equip- 
ment has been idle for a protracted period 
with no apparent likelihood of resuming 
operations, the value attaching to such 
facilities should be set forth separately 
with an appropriate caption.’® If this 
condition becomes permanent, excess facil- 
ities exist, and appraisals will necessarily 
follow in order to correct the plant valua- 
tions. 

Second, the setting up of a Reserve 
Machinery and Equipment account may 
confuse, rather than aid, in distinguishing 
between idle equipment and the partial- 
utility plant which is a necessary part of 
the plant investment. Under normal con- 
ditions, even with the plant operating on a 
100% capacity basis, some plant equip- 
ment will never be used except in emer- 
gencies. 

Third, a nominal depreciation charge 
for idle plant and equipment is not in ac- 
cord with the facts. Actually some fixed 
assets depreciate as rapidly when they are 
not used as when they are used and ade- 
quately maintained, if not more rapidly. 


*R. H. Montgomery, Auditing Theory and Practice 
(Sthed.), p. 271. 


Obsolescence will take place whether the 
equipment is used or not. 

Some of these objections are met by the 
second point of view, namely, the assump- 
tion that normal capacity is represented by 
a certain percentage of full service capac- 
ity. Depreciation is accrued on the life of 
the entire plant; a portion of it is charged 
to Depreciation Expense and the remain- 
der to an account known as Deferred 
Depreciation Expense, actual amounts be- 
ing determined by the ratio between the 
degree of utilization and the assumed nor- 
mal. How does this principle operate 
when 80% of the full service capacity 
represents normal capacity with the plant 
being utilized on a 50% basis? Since the 
plant is operating at 50% capacity, and 
80% is considered normal, 50/80 or 5/8 of 
the depreciation accruing on the life of full 
service plant capacity is charged to Depre- 
ciation Expense, and 30/80 or 3/8 charged 
to the Deferred Depreciation Expense for 
idle equipment. In times of prosperity, 
when the use of the plant exceeds the nor- 
mal percentage figure, a corresponding 
proportion of the Deferred Depreciation 
Expense account is transferred to the cur- 
rent Depreciation Expense. For example, 
if the plant were operating at 100% capac- 
ity, the plant operations would absorb 
the depreciation cost of the entire plant, or 
80/80, and in addition, 20/80 or 1/4 of the 
amount of the total current depreciation is 
transferred from the Deferred Depreciation 
Expense account to the operating deprecia- 
tion account. Although the depreciation 
entering operating costs is made up of both 
charges, each should be given separate 
treatment on the income statement. The 
Deferred Depreciation Expense account is 
carried as a deferred charge on the balance 
sheet. 

Several advantages are claimed for this 

3 J. M. B. Hoxsey, Writing Down Assets and Writing 
Off Losses (An address given before the Massachusetts 


Society of Certified Public Accountants, February 23, 
1933), p. 15. 
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method. In the first place, it proposes to 
show the degree in which the corporation 
has failed to charge current expenses with 
that portion of depreciation attributed to 
idle plant. In the second place, since the 
deferred expense account has to be amor- 
tized in a later period of prosperity, the 
management hesitates to relieve excessive 
current charges at the expense of the 
future, unless the problem of idle equip- 
ment becomes a real factor. Another ad- 
vantage of this method is that it relieves 
the production department of dispropor- 
tionate depreciation charges for cost ac- 
counting purposes when the plant is 
operating below normal capacity; yet the 
plan seeks to transfer this unabsorbed 
burden to productive periods better able 
to bear it, and thus prevent, according to 
Mr. J. N. B. Hoxsey, “‘the overstatement 
of profits from a continuous earning capac- 
ity standpoint.” 

While both plans attempt to relieve 
present operations of current charges re- 
sulting from idle equipment, the second 
plan seems to be superior, although in 
some quarters objection might be raised to 
setting up a Deferred Depreciation Ex- 
pense account on the grounds that this 
type of expense is an operating expense 
and should be charged against the earn- 
ings as such, instead of being deferred until 
a later period, lest the profits for the cur- 
rent period be distorted. 

There are two alternatives to the de- 
ferred depreciation plan. The first is to de- 
duct costs of idle equipment from the net 
operating profit instead of deferring them 
as a balance-sheet item. This plan prevents 
distorting net operating profits for the 
current period, and at the same time re- 
lieves the manufacturing cost burden of 
idle-equipment depreciation. It is further 
justified on the theory that idle plant is a 
result of temporary economic conditions 


‘ Ibid., p. 16. 


and that the present period should bear 
the costs rather than some future period. 

A second alternative is to charge the idle 
equipment costs directly to Earned Sur- 
plus, provided this account appears on the 
books. This procedure is justified on the 
grounds that previous periods did not bear 
their fair share of the depreciation costs, 
since normal capacity has been overstated 
as present conditions now show. Therefore, 
corrections of past errors in judgment can 
be made justly by charging the present 
idle equipment expense to the Earned- 
Surplus account. 

Other methods of handling idle equip- 
ment may be suggested in conclusion. The 
use of the plant ledger will provide an easy 
means of determining the amount of plant 
equipment which is idle under basic nor- 
mal conditions. It is not necessary for 
balance-sheet purposes to distinguish be- 
tween idle, partial-utility, and active 
plant equipment. However, classifications 
are made on the plant ledger cards or 
sheets for cost purposes. All expenses con- 
nected with depreciation, maintenance, 
and supervision of idle plant and equip- 
ment are charged to an Idle Plant 
Expenses account. This account is elimi- 
nated from the cost of goods manufac- 
tured, but included in the “Other Operat- 
ing Expense”’ section of the profit-and-loss 
statement, the total of which is deductible 
from gross profit on sales. 

This plan supposes that all plant facili- 
ties are intended for use under normal 
capacity requirements, including of course, 
partial-utility plant facilities valued con- 
servatively and depreciated accordingly 
over their future service life. Idle-plant 
costs are charged to an expense account 
and are not deferred, to be written off 
when times are better, since the deferred 
method harks back too closely to the old 
theory of charging liberal depreciation 
when times are prosperous and little when 
times are poor or ignoring this expense al- 


toget 

pup 
ing € 

furtk 

| base 
man 
will | 
plan 
have 
and 
that 

idle- 
| to € 
atta 
unde 
have 
Se 

proc 
ods 
as a 

duri 
plan 
| paci 
seng 
alth 

yeal 
| will 
hou 
3 hou 
| tion 
the 
ign 

terr 


The Problem of Idle Equipment 473 


together. Idle-plant expenses are elimi- 
nated from manufacturing burden for cost 
purposes, but are included in operat- 
ing expenses of the total plant. This plan 
further assumes that normal capacity, 
based on present and prospective de- 
mands, is a reasonable figure. Adjustments 
will undoubtedly have to be made in the 
plant accounts if certain plant facilities 
have been idle over a long period of time 
and the outlook for the future is so dismal 
that they will probably never be used 
again. At any rate, the plan for handling 
idle-equipment expenses is only a tempo- 
rary remedy, because it does not propose 
to eliminate the accounting difficulties 
attached to plant facilities which even 
under prospective normal conditions will 
have to remain idle. 

Second, the production output (unit-of- 
production) and the working-hour meth- 
ods of calculating depreciation may serve 
as a means of overcoming the difficulty in 
arriving at adequate depreciation charges 
during periods of temporary idleness of 
plant and machine equipment. Service ca- 
pacity can be measured in terms of pas- 
senger-miles, ton-units, gallons, etc., and, 
although depreciation costs will vary from 
year to year according to the fluctuation of 
output, the charge per unit of production 
will be uniform. Machine depreciation can 
be measured in terms of working-hours. 
Whether a machine operates 100 or 1,000 
hours, the depreciation cost per working- 
hour remains the same; but total deprecia- 
tion will vary. The time element, which is 
the basis of straight-line depreciation, is 
ignored. Consequently, the problem of de- 
termining depreciation on idle equipment 


is eliminated to a great extent by the adop- 
tion of the production output or working- 
hour method, since idle equipment neither 
produces nor operates. 

Finally, a combination plan might be 
adopted, yiz., the unit-of-production de- 
preciation method coupled with a certain 
minimum depreciation allowance. Sup- 
pose that an entire plant or department 
were to remain idle for a period of a year; 
consequently, no depreciation expense 
would arise if the unit-of-production de- 
preciation method were applied. In order 
to overcome this difficulty some arbitrary 
minimum depreciation allowance could be 
established, say 50% of the total deprecia- 
tion for the plant or department operating 
under normal conditions, and charged to 
idle-plant expenses or surplus as the case 
might by. 

Idle equipment can be kept in first-class 
condition by constant trial, maintenance, 
and repair, and brought into use imme- 
diately whenever production returns to 
normal or full service capacity. Although 
the expense of maintenance of this nature 
can be capitalized, and later amortized 
when the equipment is brought into pro- 
ductive use, there still remains the problem 
of obsolescence. Where it is clearly appar- 
ent that the plant equipment has suffered 
a loss in value owing to lack of utility for 
present or future use, an adequate amount 
of extraordinary obsolescence can be 
charged off and credited to the deprecia- 
tion reserve. If the property has no future 
utility in prospect, even under normal 
conditions, the asset is carried at net sal- 
vage value, and the undepreciated portion 
removed from the accounts. 
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TREATMENT OF PREPAID EXPENSES ON 
THE CASH BASIS OF ACCOUNTING' 


SipneEyY I. RABINOWITZ 


thoroughly analyzed, the cash basis 

of accounting remains a relatively 
unexplored field of accounting theory. At 
the hands of the text writers, it has re- 
ceived meagre treatment indeed.? 

But, suggest the apologists, does the 
cash basis require any more extended 
analysis? The perfunctory treatment may 
be adequate because the cash basis is a 
simple concept whose application is read- 
ily apparent. The writer hopes that this 
article will dispel that illusion. Indeed, an 
adequate treatment of all problems lurking 
in a comprehensive analysis of the cash 
method is too ambitious a project. The 
article is therefore confined to one small 
segment of the problem: the treatment of 
prepaid expenses. 

Yet, persist the apologists, is the cash 
basis of sufficient practical importance to 
merit any further analysis. Two answers 
might be made: 

First, a thoroughly developed theory of 
the cash basis would seem prerequisite, or 
at least helpful, to the development of the 
theory of the more advanced, more analyt- 
ical, more mature accrual concept of in- 
come. A demonstration of the difficulties 
involved in the cash basis may stir scholars 
from their complacent conception of that 


CC and condemned but never 


1 Similarity of the content herein with that in Note 
(1938) 51 Harv. L. Rev. 716 may perhaps be condoned 
on the ground that it results from that less heinous form 
of plagiarism known as autoplagiarism. This article is 
intended as an amplication and further analysis of the 
subject of that note. Another article on the same sub- 
ject, Smith, Deduction from Gross Income—Taxpayer 
on Cash Receipts and Disbursements Basis, 16 Tax Mag. 
(1938) 79, contains nothing similar to the analysis and 
approach herein contained. 

2 E.g., the Accountants’ Handbook (Paton ed., 1934) 
treats of the cash subject in less than two pages, pages 
1082 and 1083 (at least insofar as the index indicates). 


subject as neither worthy of, nor amenable 
to, analysis or theory. Thus, awakened 
from their apathetic attitude, accountants 
may probe deeper and wider, enriching the 
entire body of accounting theory. 

Second, like so many other problems in 
accounting, the advent of income taxation 
has increased its practical importance of 
problems hitherto slighted. Thus, the cash 
basis is probably used by more taxpayers 
than is the accrual basis. Moreover, a 
study of the attitude of the Treasury De- 
partment, the Board of Tax Appeals, and 
the Federal courts, reveals such variance 
and vacillation, absence of analysis and 
lack of learning, as to indicate a need for 
study. Consider this simple situation: 

A taxpayer on the cash basis, on January 1, 

1939, purchases a fire-insurance policy on his 
business, paying immediately a single premium 
for the three years of coverage. Shall he deduct 
it in toto in 1939 in which he makes the payment 
or shall he prorate it over the three years of cover- 
age, deducting only one-third of the premium in 
1939? 
Early regulations required deduction of 
the full premium in the first year.* Sud- 
denly, the provision disappeared from the 
regulations. Then, a General Counsel’s 
Memorandum adopted the opposite view, 
allowing the taxpayer to deduct only a 
fraction of the premium in each year.’ A 
Circuit Court decision disagreed with this.’ 
Reversing itself for the second time, the 
Treasury conformed its position with that 
of the Court.® Such vacillation points to 
the need for rationalization. 


4U.S. Treas. Reg. 33 (Revised 1918), Art. 8 (110). 

* G.C.M. 13148, xm-1 Cum. Bull. 67 (1934). 

7 Welch v. De Blois, 94 F. (2d) 842 (C.C.A. ist 
1938, affirming De Blois v. Welch, 19 F. Supp. 356 
(D. Mass. 1937). 

* G.C.M. 20307, 1938-1 Cum. Bull. 157. 
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THEORY 


It is generally said that a layman’s con- 
cept of income is essentially the cash, as 
opposed to the accrual basis.° To him, the 
income of a period represents the differ- 
ence between the cash receipts and cash 
disbursements.'® At one time, the Federal 
Income Tax was based upon a similar con- 
cept. The Corporation Excise Tax Act of 
1909," precursor of the modern Federal 
Income Tax,!* adopted the cash basis and 
excluded the accrual basis. As might have 
been expected, accountants protested with 
vigor,* but in vain. The Attorney General 
merely stated: 

The bill was framed to deal with receipts and 
disbursements. The theory of the framers of the 
bill differs from that which you advocate. 

Nor did the provisions of the Revenue 
Act of 1913 effect any change in the theory 
of income. Statutory recognition of the 
accrual basis was not forthcoming until 
the Revenue Act of 1916, and then, only 
by implication. Under that Act, taxpayers 
were given the option of reporting income 
in accordance with the method employed 
in keeping their books, provided that such 
method clearly reflected income. The 
Revenue Act of 1918'* and successive Acts 
made this feature of conformity between 

*U.S. v. Schillinger, 27 Fed. Cas. No. 16,228, at 
973 (C.C.S.D.N.Y. 1876); Badham v. Williams, 86 
L.T.R. 191, 193 (Ch. 1902); Hatfield, Accounting (1927) 
253; Paton, Accounting (1926) 554. 

Magill, Taxable Income (1936) 154-55 states: 

“The most easily understood and popularly ac- 
cepted method of accounting for income is undoubtedly 
acash receipts basis.”’ 

1 Badham v. Williams, 86 L.T.R. 191, 193 (Ch. 
1932): ‘* . . . ascertain what cash has been received and 
what cash has been expended, and .. . you know the 
profits of the year.” Even accountants describe the cash 
method in these broad times. Graham and Katz, 
Accounting in Law Practice (1932) §140. 

1 36 Stat., §38 (1909). 

" For accounts of earlier Federal income taxes, see 
Seligman Income Tax (2d ed. 1914) 430-530; Foster and 
Abbot, Federal Income Tax (1895) C. 1. 

8 (1909) 8 J. Accountancy, 212. See Adams, When 
Is Income Realized, Federal Income Tax (Haig ed. 
1921) 29 for an account of this controversy. 

¥ (1909) 8 J. Accountancy, 300. 


% 39 Stat. 756, §13 (d) (1916). 
% 40 Stat. 1057, §212 (b) (1919). 


the tax return and the method of book- 
keeping employed mandatory. 

Upon analysis, the cash concept of in- 
come as the difference between cash re- 
ceipts and disbursements’ does not long 
retain its pristine simplicity. Some cash 
receipts and disbursements which do not 
constitute items of income and expense on 
any basis, are disregarded. Thus, it has not 
been seriously contended that the receipt 
of money as a loan or as an investment of 
the entrepreneur constitutes income. Simi- 
larly, the repayment of the loan"* or the 
withdrawal of cash by the entrepreneur is 
not deductible as an expense. An attempt 
has been made to overcome the difficulty 
of explaining the exclusion of these items, 
by dividing the problem into two phases: 
(a) whether an item is income (or deduc- 
tible expense) and (b) when is an item in- 
come (or deductible).!* The cash versus 
accrual conflict is deemed to arise only in 
the second phase, after having decided the 
“whether” phase in the affirmative. Hence 
on this theory, the receipt of money as a 
loan is answered negatively under the 
“whether” phase and thus never arises 
under the “‘when”’ phase. 

Localizing the definition of income, to 
the problem of prepaid expenses, the for- 
mula for expenses on the cash basis may be 
tentatively stated as follows: 

On this cash basis, an item of expenses is 
deductible when paid for in cash, regardless of 


which period receives the benefit of that expendi- 
ture.?° 


17 “Disbursements” is herein used to mean any pay- 
ment of cash; ‘‘expenditure,” to mean the payment or 
incurring of obligations for acquisition of goods or 
services which will be consumed in the productive 
process. See 1 Finney, Principles of Accounting (Rev. 
ed. 1932) c. 2, p. 4. 

18 Robert T. Keenan, 20 B.T.A. 498 (1930: Ida Wolf 
Schick, 22 B.T.A. 1067 (1931); Crain v. Corn-missioner, 
75 F. (2d) 962 (C.C.A. 8th 1935). See also Paton, 
Methods of Measuring Business Income (1921) 1 Ad~ 
ministration 509, 511. 

19 Klein, Federal Income Taxation (1929) Par. 6: 21 
(a), Par. 6: 25; Magill Taxable Income (1936)?; Paul 
and Mertens, Federal Income Taxation (1924) §11.02. 

20 Or, regardless of the period in which the expendi- 
ture is consumed. 
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However, even as early as the Corpora- 
tion Excise Tax Act of 1909, clearly on the 
cash basis, a logical difficulty was 
introduced by the provision allowing a 
deduction for depreciation of capital ex- 
penditures. A cash basis which required 
the deduction of the entire amount of such 
expenditures in the year of disbursement 
is quite tenable.” Logically,” the require- 
ment of deduction in the year of disburse- 
ment is more consistent with the general 
theory of the cash basis that the disburse- 
ment determines the time of the deduc- 
tion.* But, if we concede that the cost of a 
building with a fifty-year life must be 
prorated over the life of the asset, through 
the provision for depreciation, and not 
deducted entirely in the year of the dis- 
bursement, shall we do likewise with an 
advance payment on a fifty-year lease; 
the purchase of an automobile having a 
four year life; an advance payment on a 
four-year lease; the prepayment of a three- 
year insurance policy; or the prepayment 
of rent which will cover only the first half 
of the next year. If anything is to remain 
of this cash basis, clearly the last must be 
deductible entirely in the year of disburse- 
ment.™ Distinguishing between the cases 


*t Saliers and Holmes, Basic Accounting Principles 
(1937) 60-61; Accountants’ Handbook (2d ed. Paton, 
1932) 1082. But see Chase, ‘‘Federal Corporation Tax 
Law: Absurdity of the Law” (1909) 8 J. Accountancy 
347, 349-50: ‘‘Did the government intend that capital 
expenses shall not be regarded as a legitimate charge 
against revenue? One would suppose that no one out- 
side of the Islands of Laputa would so consider it. But 
then one never knows.” 

2 Accountants’ Handbook (Paton ed. 1934) 1082 
“*The use of this [cash] basis, however, does not pre- 
clude the taking of a deduction for accrued deprecia- 
tion, where this is appropriate, notwithstanding the 
fact that historically depreciation is one of the last 4 
the accruals to find its way into good accounting stand- 
ing.” (italics supplied) 

** Cf. Paul and Marten, Federal Income Taxation 
(1934) §11.61 (‘Taxpayers on a cash basis may take the 
deduction only in the year of payment.”’) 

% Klein, Federal Income Taxation (1929) Par. 6: 25: 
‘How shall rent paid on December 1, 1928, for oc- 
cupancy during the following January, February and 
March be treated by the tenant? To be consistent, the 
tenant reporting on the cash basis should and does de- 
duct in 1928 the 1929 rent paid in 1928.” 


put is a difficult problem. In each, the 
disbursement occurs in one period but a 
subsequent period or periods receive the 
benefit thereof. It must be admitted, there- 
fore, that a provision for depreciation 
introduces an inconstancy into the cash 
basis. No longer is the disbursement the 
sole criterion of the time of deductibility, 
Clearly the purpose of the depreciation 
provision is to prorate the expenditure 
throughout the life of the asset, allocating 
its cost among the years which receive the 
benefit thereof. This is contrary to the 
cash concept, which regards only the time 
of disbursement. It may be said generally 
that this allocation of expenditure to the 
year which receives its benefit (or the year 
in which it is consumed) is the accrual 
concept.” 

The inconsistency within the theory of 
the cash basis is the seat of our difficulty 
for it becomes necessary to determine in 
any given transaction whether the cash or 
the accrual concept is to apply. If the for- 
mer, then the time of disbursement alone 
determines when to deduct; if the latter, 
then the deduction is prorated over the 
years in which it is consumed. 

Nor can this depreciation provision on 
the cash basis be compared to the non- 
deductibility of withdrawals of cash by a 
proprietor or the repayment of money 
loaned. The latter are concerned with the 
problem of whether the disbursement is an 
item of expense; whereas depreciation, 
like prepaid expenses, is concerned with 
the problem of when the disbursement is 
deductible. Stated perhaps in another way, 
the case of a purchase of a building is more 
closely analogous to a disbursement for 
an ordinary expense, rather than to the 
repayment of a loan, since both cases rep- 
resent a payment for the acquisition of 
goods or services which are themselves 
consumed in the income-producing proc- 
ess. 

% See note 22, supra. 
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Nothing heretofore said is intended as 
an intimation that any error was commit- 
ted in permitting depreciation on the cash 
basis in the Revenue Acts. Instead, the 
inconsistency must be recognized, and if 
possible explained. 

A rationalization of the depreciation 
provision is suggested. There are three sep- 
arate factors: 

(1) The tangibility factor. The first con- 
sideration is an emphasis upon tangibility, 
often found in naive thinking. Where a 
tangible asset is acquired for the disburse- 
ment, as in the purchase of a building, it is 
not difficult for the laymen to compre- 
hend that his wealth has not decreased by 
the entire amount of the disbursement, for 
the existence of this tangible form of 
wealth is too forcefully brought to his 
attention. Hence, he does not deduct the 
entire cost in the year of disbursement. 
When the asset acquired is more intan- 
gible in form, the laymen more readily 
disregard its existence in computing his 
decrease in wealth, and regards the fluc- 
tuations of cash only, z.e. he applies the 
cash concept. Thus, the tangibility of the 
item in respect of which the deduction is 
made tends toward applicatioh of the ac- 
crual basis. 

(2) The simplicity factor. The second 
consideration in the rationalization of the 
problem is what may be termed the “‘sim- 
plicity factor.”’ The distinguishing feature 
of the cash basis is its simplicity in compre- 
hension and application. Particularly in 
the field of income taxation, in the practi- 
cal administration of the tax, this factor 
becomes very important. Thus, the cash 
basis represents a distinct advantage to the 
many taxpayers who can prepare their 
returns from their check books, whereas 
the accrual method requires a comprehen- 
sion of its more complex theory and 
probably a greater amount of bookkeep- 
ing.?6 

% See Montgomery, Federal Income Tax Handbook 


(3) Accuracy factor. Opposed to the 
simplicity factor is what may be termed 
the ‘‘accuracy factor.’’ Assuming that the 
disadvantage of the cash basis is its rela- 
tive inaccuracy, inaccuracy as compared 
with the accrual basis,?’ the accrual basis 
measures income more accurately than the 
cash basis. The greater the inaccuracy 
which will result from application of the 
cash concept, the greater will be the tend- 
ency to apply the accrual concept. 


APPLICATION OF THE THEORY 


Once we recognize the inherent consist- 
ency of the cash basis under the Revenue 
Acts, the reason for vacillation and con- 
fusion by the courts and the Treasury is 
made clear. These various factors must be 
weighed, and the resulting judgment as to 
relative importance must be reached with 
respect to each type of transaction in- 
volved. 

The depreciation provision. With the aid 
of these three factors, some of the logical 
difficulties in the cash method may dis- 
appear. The introduction of the deprecia- 
tion provision under the cash basis is then 
merely the consequence of a recognition of 
the relatively greater accuracy of the ac- 
crual basis and a resultant unwillingness 
to apply the logic of the cash basis where 
such application would result in too great 
a distortion of income. For example, when 
we are confronted with the problem of 
treatment of the purchase of a building 
with a fifty year life, we may recognize 
that strict application of the cash concept 
would require that deduction of the entire 
disbursement in the year of purchase. But 
the result of such logical application would 
be a very great distortion of income. The 


1936-37 (1936) 13: ‘‘For most taxpayers not engaged in 
business, whose income consists mainly of salaries, bond 
interest, or dividends, the use of the cash basis is justi- 
fied on the ground of simplicity, even if the accrual 
basis more accurately reflects income.’ See Magill, 
Taxable Income (1926) 166. 

27 See note 23, supra. Cf. Cooper, ‘‘Actual Gross 
Income Versus Taxable Gross Income Under the 1934 
Act” (1935) 13 Tax Mag. 71, 75. 
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advantage of the cash basis (simplicity) is 
weighed against its disadvantage (inac- 
curacy); and in the case of the building 
purchase, the inaccuracy factor so far 
overweighs the simplicity factor, that the 
decision is simple. Moreover, the tangi- 
bility factor also serves to weigh the scales 
in favor of the accrual concept. Hence, in 
this particular transaction, the cash con- 
cept is disregarded and the accrual concept 
applied. The depreciation provision on a 
cash basis of accounting is a result of this 
compromise. 

The presence of the depreciation pro- 
vision in the Corporation Excise Tax Act 
of 1909, and in subsequent Acts, reveals 
the cash basis in Federal Income Taxation 
as an intermediate stage of development, 
not a pure cash concept wherein only the 
time of disbursement controls; nor yet a 
full-grown accrual concept. Just what 
intermediate stage a close investigation of 
the rulings and cases may indicate. 

The current regulations on depreciation 
display an interesting commingling of the 
various factors. U.S. Treas. Reg. 103, Art. 
19.41-3 makes the following requirement 
of a taxpayer on the cash basis: 


Expenditures made during the year shall be 
properly classified as between capital and ex- 
pense; that is to say, expenditures for items of 
plant, equipment, etc., which have a useful life 
extending substantially beyond the year should 
be charged to a capital account and not to an ex- 
pense account... 


In illustrating by means of plant and 
equipment expenditure, the statement dis- 
closes the effect of the tangibility factor. 
Confining the application to cases where 
useful life extends ‘‘substantially”’ beyond 
the year, exemplifies the importance of the 
accuracy factor. The accuracy factor may 
weight the scales against application of the 
cash concept because 

(1) the item involved is more accurately 
chargeable to a large number of periods, 
e.g., the regulations quoted above refer to 
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items having a life “extending substantially 
beyond the year” ; 

(2) the item may involve an item which 
is large in proportion to the total amount 
involved. This is exemplified by the treat- 
ment of inventories under the cash basis.” 
With no statutory warrant, early regula- 
tions allowed*® the taxpayer to determine 
net income by use of inventories. This rep- 
resents the triumph of the accuracy factor, 
aided by the tangibility factor, over the 
simplicity factor. 

It must be recognized that what we have 
termed the tangibility factor merely repre- 
sents mental groping toward the accuracy 
factor. The inaccuracy of the cash concept 
is merely more readily apparent where a 
tangible asset is involved. As theoretical 
analysis progresses, the tangibility factor 
yields to the accuracy factor. Thus, in an 
early stage of development, there may 
exist a pure cash method where even the 
cost of a building is considered an expense 
in the year of disbursement.*® At a later 
stage,* the tangibility factor serves to 
emphasize the inaccuracy of the pure cash 
method, resulting in an unwillingness to 
charge the entire cost to the year of dis- 
bursement. This merely represents a par- 
tial application of the accrual concept toa 


28 That this may be inconsistent with a pure cash 
concept of income, see Esquerré, Applied Theory of 
Accounts (1914) 300: ‘“‘...it is doubtful whether 
a single instance could be found where a business con- 
cern which claims to be on a cash basis is consistent 
enough to apply that basis to merchandise transac- 
tions.” 

29 U.S. Treas. Reg. 31 (1909), Art. 2 (3), (4), (5) and 

4 


30 See note 20, supra. The concept of depreciation is 
of comparatively recent origin. See Mason, ‘“‘Illustra- 
tions of the Early Treatment of Depreciation” (1933) 
8 AccOUNTING REVIEW 209. 

31 This probably represents the correct order of de- 
velopment of the accrual method insofar as is concerned 
the failure to charge the entire cost to the year of dis- 
bursement. On the other hand, insofar as is concerned 
the allocation of the cost to the year in which it is con- 
sumed, it appears that depreciation of tangibles is 4 
later development than the proper allocation of in- 
tangibles. See notes 20 and 26, supra. This may be as- 
cribed to the fact that intangibles, e.g., a building with 
a fifty year life, are consumed less perceptibly than 
other expenditures. 
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certain type of cost. The final stage of 
development is a full-fledged accrual basis, 
where the cost is not charged to the year in 
which the asset purchased is consumed, 
regardless of whether the asset is tangible 
or intangible. The tangibility factor is 
present only in an intermediate stage of 
development. 

At least insofar as the field of income 
taxation is concerned, it introduces a dis- 
tinction without substance and difficult of 
application. In adapting the cash basis 
to income-tax purposes, it is suggested 
that the tangibility factor be ignored. No 
distinction should be drawn between the 
purchase of a used car, with a three-year 
life, and the payment of a three-year life- 
insurance premium. The application of 
different standards to tangible and in- 
tangible aquisitions will result only in two 
sets of rules where one should suffice, plus 
the further problem of distinguishing be- 
tween what is tangible and what is not 
tangible. The tangibility factor should not 
be permitted to penetrate into a field 
already burdened with complexities. 

On the other hand, the simplicity factor, 
however, whatever may be its defects in 
other fields of accounting, has its place in 
the tax law. For, on the ground of sim- 
plicity, the use of the cash method is easily 
defensible for income-tax purposes. 

Prepaid expenses. Carrying forward the 
analysis employed on the depreciation 
provision, some of the difficulties present 
in the treatment of prepaid expenses be- 
come more comprehensible. In the case of 
the prepayment of rent, the benefits of 
which will not extend beyond the next 
succeeding taxable year, the result of 
weighing the three factors is rather simple 
for here the “simplicity” factor clearly out- 
weighs the others. On the other hand, as 
the conflict in opinion would indicate, in 
the case of the advance premium on a 
three-year insurance policy, the scales 
seem rather evenly balanced. A more de- 
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tailed study of the application of the 
theory to the cases and rulings may prove 
profitable. 

Although the opinion does not state 
whether the taxpayer was on the cash or 
accrual method, Duffy v. Central R. R. of 
New Jersey provides some background 
for the subject. The question involved was 
the time for deduction by the lessee of 
various disbursements, pursuant to the 
terms of the lease, for repairing and im- 
proving bridges and other equipment, the 
construction of piers and dredging at piers. 
The terms of the leases varied from 10 to 
999 years. The Supreme Court held that 
the disbursements must be prorated over 
the life of the lease. The case serves to 
bridge the gap between the depreciation 
provision and deferred expenses. The 
Court reasons that since similar expendi- 
tures made by the landowner would be 
prorated (as depreciation), these expendi- 
tures must be treated likewise, though 
made by the lessee.** 

Galatoire Bros. v. Lines* followed close 
upon the Central R. R. case. Again, the 
decision fails to state whether the tax- 
payer was on the cash or accrual basis. 
However, one of the cases relied upon, cited 
and quoted at length therein involved a 
taxpayer on the cash basis. 

The Galatoire case involved the deduc- 
tibility of certain rental payments. In the 
autumn of 1916 the taxpayer entered into 
a lease for 45 months at a rental of $250 
per month, plus one-half of the profits 
during 1917 of the restaurant occupying 

32 268 U.S. 55 (1925) (under Revenue Act of 1916). 

% “Clearly the expenditures were not ‘expenses paid 
within the year in the maintenance and operation of its 
[taxpayer-lessee] business and properties’; but were for 
additions and betterments of a permanent character, 
such as would, if made by the owner, come within the 
proviso in subdivision Second, ‘that no deducation shall 
be allowed for any amounts paid out for new buildings, 
permanent improvements made to increase the value of 
the property,’ etc.” (Quoting from the Revenue Act 
of 18) Day v. Central R.R. of New Jersey, 268 


% 11 F. (2d) 878 (E.D. La. 1926); (1926) 11 Minn. 
L Rev. 82. 
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the premises and board for the lessor and 
his family for 1917. The taxpayer sought 
to deduct $16,771.63 (one-half of the prof- 
its) plus $2,736.00 (board) in the year 
1917 when the payment was made. The 
court held that these amounts must be 
prorated over the 45 months and so only 
12/45 thereof was permitted as a deduc- 
tion in 1917. Provided the taxpayers in the 
Central R. R. and Galatoire cases were on 
the accrual basis, the decisions seem un- 
questionable. 

J. Alland & Bro. Inc. v. United States* 
is really the starting point, for there the 
taxpayer was clearly on the cash basis. 
The taxpayer sub-leased premises on Nov. 
12, 1921 for a term of three years and two 
months from Jan. 1, 1922, agreeing to pay 
the rental due under the original lease, 
plus a bonus of $18,000, of which $10,500 
was due not later than Jan. 1, 1922. The 
$10,500 was paid during the calendar 
year 1921. The Board held that the 
$10,500 must be prorated over the term of 
the lease. The opinion clearly indicates 
that the simplicity factor of the cash basis 
was entirely overlooked. Hence, consider- 
ation of its inaccuracy alone called for the 
application of the accrual method. 

The device employed by the Board and 
the Courts to ignore the theory of the cash 
basis is double-edged: 

(1) To avoid application of the provi- 
sions allowing the deduction of expenses, 
the words “‘ordinary” and ‘‘necessary”’ are 
construed to apply not only to the nature 
of the expenditure, but to the year in- 
volved.*® 

(2) To allow the proration, the courts 
seize upon the term “capital asset” or 
“capital item” and classify the expense as 
such. 


% 28 F. (2d) 792 (D. Mass. 1928), affirming 1 B.T.A. 
631 (1925). 

% This argument would be inapplicable to deduc- 
tions, such as interest and taxes, which are not limited 
such as interest and taxes, which are not limited by the 
words ‘‘ordinary and necessary.” See John D. Fackler, 
39 B.T.A. No. 48 (1939). 


The Board of Tax Appeals opinion in 
the Alland case exemplifies this device:’ 

(1) ‘In our opinion, the $10,500 paid in 
1921 is not a deductible item (in 1921), 
unless it may be regarded as an ordinary 
and necessary expense, of the taxable year 
in carrying on the taxpayer’s trade or 
business. We think that the evidence con- 
clusively proves that the item was not such 
an expense. The taxpayer did not get any 
profit from the payment of the $10,500 
during the year 1921. The profits from the 
payment were to flow to it through the 
unexpired term of the lease, namely, from 
January 1, 1922, to February 21, 1925, 
inclusive. 

(2) In our opinion the payment of 
$10,500 was a capital item. It represented 
an investment of the taxpayer in a 
lease... .” 

Part (1) of this reasoning, emphasising 
the years which would receive the benefit 
of the expenditure, is clearly that of the 
accrual basis. Its application would elim- 
inate the use of the cash method entirely. 
For, assuming a clear case on the cash 
basis, if a taxpayer paid an advance rental 
at the end of 1921 for occupation of the 
premises for the calendar year 1922, simi- 
lar reasoning would apply to prevent the 
deduction in 1921.38 It seems clear that the 
words “‘ordinary and necessary”’ were not 
intended as a method of eliminating the 
cash basis, for they appear in the Corpora- 
tion Excise Tax Act of 1909, avowedly on 
the cash basis.*® 

Part (2) of the device is no more sub- 
stantial. It employs as argument “color 
words” which only beg the question, since 
classification as a capital item is merely 
another way of stating the problem of 

37 1 B.T.A. 631, 633 (1935). 

38 See note 22, supra. 

8° See also Daly v. Anderson, 37 F. (2d) 728, 729 
(D.C.N.Y. 1930), to the effect that this interpretation 
of the phrase ‘‘ordinary and necessary” in relation to 


the time of deduction involves a distortion of the mean- 
ing of the applicable sections of the Revenue Act of 
921. 
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when to deduct a particular item. In other 
words, if it is a capital item, it is not de- 
ductible in the year of disbursement. But 
how does one determine what is a capital 
item? That leaves the problem no further 
advanced than before. The question of 
what is a capital item is merely another 
way of stating the problem of when the 
deduction should be made, solvable only 
by the application of the various factors 
previously described. 

Another device sometimes applied is the 
provision now contained in Section 41 of 
the Internal Revenue Code, and similar 
provisions of prior enactments, that the 
method of accounting employed shall 
“clearly reflect the income.’”*® In light of 
the history of the cash and accrual method, 
this device is most interesting. For, it may 
be recalled that the provision was inserted 
to admit the use of the accrual basis as a 
substitute for the cash basis on which the 
Federal Income Tax was founded. Having 
been admitted to Federal Income Taxation 
by this provision, the accrual basis now 
inhospitably turns it about to drive out 
the cash basis. 

Concededly, the accrual basis is more 
accurate than the cash basis. If the provi- 
sion that the taxpayer’s method of ac- 
counting shall “clearly reflect income” is 
construed as requiring the more accurate 
computation of income, then the accrual 
concept will always be applied and the 
cash basis ousted from Income Taxation. 
The provision was not inserted for that 
purpose. It was contemplated that both 
the cash and the accrual concept clearly 
reflect income. Therefore, employment of 
the accrual concept as the sole criterion for 
the clear reflection of income is improper. 

Subsequent decisions blithely adopted 
the reasoning of the prior decisions with 
no thought being given to the theory of the 
cash basis.“ It was held that proration was 


 G.C.M. 13148, xm-1 Cum. Bull. 67 (1936). 
“ Thus, an appeal, the Alland case was affirmed, the 


necessary for commissions and expenses 
in the acquisition of leases,** and the ex- 
penses of floating loans.“* In the midst, a 
dissenting voice appeared. In Daly v. 
Anderson “ the Southern District Court in 
New York attempted to stem the tide and 
revert to the basic concept of the cash 
basis that the time of payment controls 
the time of deduction. In that case, a tax- 
payer on the cash basis, in 1923, paid 
commissions to a broker for securing a 21- 
year lease, the term of which did not begin 
until 1931. The Court, held that the dis- 
bursement was properly deducted in 1923, 
relying on the theory that, on the cash 
basis, the taxpayer deducts an expense in 
the year in which it is paid. 

Logic, in the tax field as elsewhere, is not 
always well received. A storm of denuncia- 
tion fell upon the District Court. The 
opinion in the Daly case clearly brought 
out the difference between the cash and 
the accrual bases: 

Decisions involving taxpayers on an accrual 
basis . .. are beside the mark. In those cases, of 


course, accrued deductions must march with the 
taxable year.*® 


Comments which this case inspired re- 
veal that the problems inherent in the cash 
basis are not clearly apprehended, and that 
there is even a failure to distinguish ade- 
quately between the cash and accrual 
bases. Despite the explicit reference in the 


Court adopting the reasoning of the B.T.A. J. Alland 
& Bro., Inc. v. United States, 28 F. (2d) 292 (D.C. 
Mass., 1928) (“the expenditure had no connection with 
the production of income reported for that year.””) See 
also Galatoire Bros. v. Lines, 11 F. (2d) 878, 880 (D.C. 
La., 1926) (‘In deducting the necessary expenses for 
1917, a payment of part of the rent for 1918, 1919, and 
1920 cannot be considered necessary expenses, I think, 
even though paid in 1917.”), decided after the B.T.A. 
decision in the Alland case. 

“ Mary C. Young, 20 B.T.A. 692 (1930) (commis- 
sions and legal fees on 99 year lease); Andrew J. Pem- 
brooks, 23 B.T.A. 1176 (1931) (commissions and legal 
fees on 99 year lease). 

4 Julia Stowe Lovejoy, 18 B.T.A. 1179 (1930) (ex- 

penses paid to secure 10-15 year loan), Sigmund Spitzer, 
3 B.T.A. 776 (1931) ($842.25 expenses incident to 
securing a five year loan). 

“ 37 F. (2d) 728 (S.D.N.Y. 1930). 

37 F. (2d) 728, (S.D.N.Y. 1930). 
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opinion to the fact that the taxpayer was 
on the cash basis, and the distinction 
therein from cases concerning the accrual 
basis, Home Trust Co. v. Commissioner 
states, and Alwell v. U. S." clearly inti- 
mates, that the Daly case was overruled 
by Bonwit Teller & Co. v. Commissioner ;*® 
whereas in the Bonwit Teller case, the tax- 
payer was clearly on the accrual basis.*® 
Moreover, in its brief in the Bonwit Teller 
case the government, arguing for pro- 
ration, ‘‘concedes” that the Daly case is 
contrary to its contention.*® The trend 
seemed to be a very narrow limitation or 
perhaps even to the abolition of the cash 
basis when, once again, this time with 
somewhat more success, a Court at- 
tempted to call a halt. In Welch v. De Blois, 
tempted to call a halt. In Welch v. De 
Blois,* a Circuit Court refused to allow 
proration of a three-year insurance pre- 
mium,” contrary to a ruling of the Treas- 
ury and to an unreported decision of the 
Board of Tax Appeals. 

The subsequent ruling, G. C. M. 
20307, revoking the contrary ruling, 
G. C. M. 13148, and conforming its posi- 
tion to that of the Circuit Court is rather 
startling. The later ruling does not even 
mention certain decisions, very similar in 
theory, which require proration, e.g., J. 
Alland & Bro., Inc. involving the advance 
payment under a 34-year lease, and Sig- 
mund Spitzer, involving expenses incident 
to securing a five-year loan. Yet the 
Alland case had been heavily relied upon 
in G. C. M. 13148. 

Nor did the Treasury take advantage of 
its opportunity to refer to them in a sub- 
sequent ruling which it made to clarify the 


# 65 F. (2d) 532, 534 (C.C.A. 8th 1933). 

471 F. Supp. 720, 721 (Ct. Cl. 1932). 

48 53 F. (2d) 381 (C.C.A. 2d. 1931). 

49 See B.T.A. decision, 17 B.T.A. 1019, 1020 (1929). 

5° Brief for Respondent, p. 32. 

51.94 F. (2d) 842 (C.C.A. 1st 1938). 

52 G.C.M. 13148, xm1-1 Cum. Bull. 67 (1934). 

53 See Montgomery, Federal Income Tax Handbook 
1936-37 (1936) 458. 

§ 1938-1 Cum. Bull. 157. 
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situation. I. T. 3251% involved the ques- 
tion of the deductibility of legal fees for 
drawing a ten-year lease on a building, 
leasing commissions therefor, and alter- 
ations of the building. The ruling, requir- 
ing proration, was utterly devoid of any 
reasoning. The prior ruling was forthwith 
dismissed thus: 

G.C.M. 20307 relates to prepaid insurance and 
is not applicable to the items involved in the in- 


stant case which should be prorated and deducted 
over the life of the lease. 


If the distinction was stated in such 
summary fashion because no further ex- 
planation was deemed necessary, then this 
article will at least demonstrate that the 
light is possibly not as widespread as the 
Treasury seems to imagine. But, if the 
distinction is intended to convey the im- 
pression that the Treasury, too, is unde- 
cided or confused, then it will probably 
serve its purpose. 

What has hitherto been said does, of 
course, readily explain the distinction. 
First, the tangibility factor is involved, 
since the expenses attach to a building. It 
has already been suggested that the tangi- 
bility factor should be ignored. Second, 
the period involved in I. T. 3251 is ten 
years, as compared with the three year 
period in G. C. M. 20307, so that it is 
reasonable judgment to conclude that, in 
respect of the ten year period, the inac- 
curacy of the cash basis outweighs its 
simplicity. 

The post-De Blois case era of the Board 
of Tax Appeals is likewise interesting. 
George S. Jephson® involved the same 
situation as in the De Blois case. Appar- 
ently, the case was decided prior to the 
issuance of G. C. M. 20307. The Board 
refused to follow the De Blois case, relying 
on its prior decisions. The minority opin- 
ion, however, reveals the result of instruc- 
tion by the 3rd Circuit. 


55 1939-1 Cum. Bull. 113. 
% 37 B.T.A. 1117 (1938). 
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Treatment of Prepaid Expenses on Cash Basis of Accounting 


It would be premature at this point to 
conclude that the Treasury is drawing a 
line of demarcation at the three-year 
period, 7.e., requiring proration in all cases 
where the accrual period would be over 
three years (e.g., J. Alland & Bros., Inc., 
Sigmund Spitzer and I. T. 3251) and full 
deduction in the year of disbursement for 
all others (John D. Fackler, G. C. M. 
20307). Such a limitation would constitute 
one of an infinite number of reasonable 
conclusions as to the point where, in 
weighing inaccuracy against simplicity, 
the judgment may be that the scales are 
evenly balanced. That is, the line of de- 
marcation may be drawn at any point of 
time, 3 years, 5 years, 7} years, etc., so 
that expenditures the benefit of which will 
extend beyond that period will be pro- 
rated, all others not being prorated. 


SUGGESTION MODIFICATIONS 


Suggestions changing the practice in 
respect of the cash method have not been 
lacking. For the most part, these have been 
confined to limiting its scope. Indeed, it 
has been forcefully suggested that it be 
entirely abolished in Federal income tax- 
ation.*” 

Under present®® and prior acts, the 
requirement that the basis used in report- 
ing income be the same as that used in the 
taxpayer’s accounting system seriously 
curtails the application of the cash 
method, practically eliminating its use in a 
business of any size.*® Mention has already 
been made of the accepted limitations im- 
posed upon taxpayers with respect to 
inventories and to so-called capital ex- 
penditures.® 

Professor Magill®™ has still another sug- 


See Montgomery, ‘‘Accounting and the Concept 
of Income” in Lectures on Taxation (Magill ed., 1932) 
39, 55-56. But cf. quotation from his Federal Income 
Tax Handbook, note 23 supra. 

%TR.C. Section 41. 

® Magill, Taxable Income (1936) 165; Note (1932) 45 
Harv. L. Rev. 1072, 1074. 

U.S. Treas. Reg. 103, Art. 19.41-3. 

& Magill, Taxable Income (1936) 166, N. 57. 
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gestion, viz. that the accrual basis be 
mandatory on all taxpayers (in addition to 
the taxpayers now required to use it) 
whose gross income exceeds $20,000. Still 
another suggestion may be submitted: 
that the accrual basis be applied to all 
items which would not be entirely con- 
sumed in the following year. This would 
limit the distortion of income but would 
not require the complexities of accrual 
accounting for items consumed before the 
close of the next year. This last suggestion 
probably places too much stress on the 
inaccuracy factor and might prove trouble- 
some to the small taxpayer who purchases 
a two- or three-year item. 

There is this to be said in favor of the 
abolition or serious curtailment of the cash 
method. It allows the taxpayer a greater 
degree of control over the amount of dis- 
bursements and thereby over the amount 
of taxable net income in any particular 
year.” A rule which encourages a taxpayer 
to expend effort in an act which serves no 
business or economic purpose other than 
the tax-saving feature seems ipso facto 
objectionable. Furthermore, this flexi- 
bility of income is greater than that af- 
forded to a taxpayer on the accrual basis. 
Therefore, despite the fact that the rev- 
enue lost from this flexibility may be 
slight, it is nevertheless objectionable in 
failing to allocate the burden of taxes, 
allowing some to escape their proper por- 
tion by the use of the cash method. 

It is evidently to meet this objection of 
flexibility that both the District and Cir- 
cuit Courts’ decisions in the De Blois case 
sought to limit this control by allowing 
only “‘bona fide” disbursements.® This was 


® Cf. 383 C.C.H. Fed. Inc. Tax Serv. 715616, under 
‘Minimizing Taxes.” 

83 It may be that this requirement was stated merely 
as an attempt to distinguish J. Alland & Bro., Inc. on 
the ground that “‘it was not a necessary and ordinary 
thing to do to pay rent or a portion of rent in advance.” 
De Blois v. Welch, 19 F. Supp. 356, 358. This ground for 
distinction is not mentioned in the Alland case and it 
seems doubtful, as a question of fact, whether an ad- 
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accomplished by limiting the deductibility 
of deferred or prepaid items to those which 
were “ordinary and necessary.”’ It must be 
recognized, however, that this introduces 
another aspect into the already complex 
delimitation of “‘ordinary and necessary 
expense.” Heretofore, the courts have been 
concerned only with the kind or nature of 
the expense: whereas, under the De Blois 
decisions, it is also necessary to determine 
whether the prepayment of this type of 
expense is ordinary and necessary. Some 
such limitation is very desirable in order to 
discourage the prepayment of items for the 
purpose of reducing taxes. In the light of 
the De Blois decisions, the comments of 
those who delight in “‘tax-saving’”’ schemes 
must not be accepted too readily. Where 
the prepayment is not “ordinary and 
necessary,” application of the De Blois 
principle may wipe out the purported tax- 
saving. Indeed, the scheme may even 
result in a loss, for the Government may 
plausibly argue that the deduction is not 
allowable to a taxpayer on the cash basis 
in the year subsequent to the prepayment 
on the ground that no disbursement oc- 
curred in that year. On the other hand, 


vance payment of rent is not ordinary in the business 
world. 

* Cf. U.S. Treas. Reg. 103, Art. 19.24-6. Where a 
corporation and its sole stockholder both report on a 
calendar year, but the corporation reports on the ac- 
crual basis and the stockholder, on the cash basis, in- 
terest expense due to the stockholder accruing during 
the calendar year which is not paid to the stockholder 
until after two and a half months after the close of the 
calendar year is not allowable as a deduction under 
Section 24 (c). The regulations provide that such in- 
terest paid after the two and a half month period shall 
not be allowable as a deduction for the year in which 
the payment was made, presumably on the theory that 
a deduction is permissible to a taxpayer on the accrual 
basis in no year other than that in which the accrual 
occurred. On like reasoning, a deduction may be per- 
missible to a taxpayer on the cash basis (apart from 
questions of proration discussed at length in this ar- 
ticle) in no year other than that in which the payment 
occurred. See also Daly v. Anderson, 37 F. (2d) 728, 
729-730 (D.C.N.Y. 1930). In the course of arguing that 
leasing commissions paid to a broker in 1923 on a 21 


this limitation on the cash basis can apply 
only to expenses deductible under Section 
22 (a) of the Internal Revenue Code, for 
deductions such as taxes and interest are 
not required to be ordinary and neces- 
sary.® 

Another limitation on the deductibility 
of expenses under the cash method may be 
suggested by the De Blois case, viz., that 
the prepayment must be motivated by 
some business purpose other than that of 
mere tax-saving. This is evident from the 
emphasis in that case on the economy ac- 
cruing to a taxpayer whose three-year 
premium costs only two and one-half 
times the annual premium, as well as the 
bona fide nature of the prepayment. Sucha 
limitation may be indicated by recent 
expressions of the Supreme Court.® More- 
over, it would squarely attack the objec- 
tionable “subjectivity” features of deduc- 
tions on the cash basis. Its defect lies in 
the difficulty of ascertaining motive, with 
the resultant uncertainty in such a crite- 
rion in the tax law. The formulation of 
indefinite criteria may result in a delega- 
tion of too much power to the Treasury 
Department. This determination of the 
proper balance of administrative power 
may prove to be a crucial problem in the 
present evolution of administrative law. 


year lease whose term commenced in 1931 were deducti- 
ble in 1923, the Court said: 

“Mr. Daly [taxpayer] cannot prorate the deduction 
and deduct it yearly from the rent for 21 years after 
1931, because he will not have paid it in those years.” 
(italics supplied) 

6 Cf. John D. Fackler, 39 B.T.A. (1939) (prepaid 
interest held deductible in year of payment on the cash 
basis). In distinguishing the Alland case, the Board 
stated: ‘‘Here, whatever other designation, by analogy, 
may be applied to the disputed items—they are “‘in- 
terest” payments and are thus deductible within the 
specific provisions of the statute that they may not 
have been ordinary or necessary expenses of business of 
the taxpayer is not a requisite to their deduction under 
the statute.” 

® Smith ». Higgins, 308 U.S. 473 (1940); Helvering 
v. Clifford, 309 U.S. 331 (1940); cf. Gregory ». Helver- 
ing, 293 U.S. 465 (1935). 
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BUDGETARY AND PROPRIETARY 
ACCOUNTS OF THE FEDERAL 
GOVERNMENT 


E. E. NAYLOR 


tional government is similar in many 

respects to the systems maintained 
by various state and municipal govern- 
ments. 

One of the primary functions of ac- 
counting is to present clearly and promptly 
all the facts that are essential and neces- 
sary to good judgment and efficient ad- 
ministrative action. This presentation of 
financial data requires: 


Te ACCOUNTING system of the na- 


1. An intimate knowledge of the prob- 
lems that are to be solved, to the end 
that only those facts that affect their 
solution may be considered, and 


2. The adoption of a form and terminol- 
ogy of presentation that will furnish 
the facts in unmistakable clearness, 
and in all their combined relation- 
ships. 


Municipal accounting is comparable in 
many ways to commercial accounting, yet 
the terminology is frequently different, 
and it is for this reason that municipal and 
governmental accounting seems rather dif- 
ficult to the accountant who has not spe- 
cialized in one of these technical fields. 

After executive or administrative offi- 
cials decide what information is required 
in order that adequate accounts may be 
kept, the method of bookkeeping by which 
such information may be produced, is an 
important matter since it involves not only 
the accuracy and promptness with which 
information is made available, but also the 
ability of the executive or administrative 
oficial to account promptly for the pro- 
gram intrusted to him. 


From the viewpoint of the national 
government the financial condition of the 
public treasury is of vital importance to 
the Chief Executive, the Congress, and the 
general public. 

Let us consider accounting information 
as it affects the executive. 


INFORMATION NEEDED BY THE 
CHIEF EXECUTIVE 


The chief executive is charged with the 
responsibility of preparing and submitting 
to Congress or the legislative body a bud- 
get for the succeeding year. In order to 
supply the necessary data so that a budget 
can be prepared, an accounting system 
must be maintained to record and exhibit 
the financial transactions of the many and 
varied governmental activities. Informa- 
tion must be assembled and coordinated 
according to the sources from which reve- 
nue is expected to accrue and expenditures 
must be classified according to the kind of 
governmental activity to be prosecuted 
during the succeeding year. To do this and 
attain the objectives desired basic ac- 
counting records are necessary in the vari- 
ous departments and independent estab- 
lishments. 

Considerable difference of opinion exists 
as to the extent to which the Chief Execu- 
tive should formulate financial policies. 
It is the contention of some that the broad 
policies having to do with the finances of 
the government should be proposed and 
adopted by the legislative body and that 
the Chief Executive should have the re- 
sponsibility merely of carrying out the 
program as adopted. This view probably 
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derives from the provision in the national 
constitution to the effect that proposals re- 
lating to expenditures must originate in 
the lower house. On the other hand, there 
are those who believe that the executive 
should take the leadership, as does the 
management of a corporation, in the orig- 
inating and proposing of financial poli- 
cies to be adopted, as well as the carrying 
out of the program after it has been modi- 
fied and approved by the legislative body. 
The modern tendency is more and more to 
give the Chief Executive broader adminis- 
trative powers, so that he may carry out 
the desires of the legislature. We shall con- 
sider this angle a little more in detail later 
in our discussion. 

The Constitution of the United States 
provides that the President shall from time 
to time report to Congress upon the state 
of the Union. Among the most important 
subjects relating to the state of the Union 
are the financial condition of the govern- 
ment, the results of recent operations, and 
the financial requirements for maintaining 
and developing the public service. Since 
the Chief Executive is in touch with the 
requirements of the various departments 
of the government, he is the logical officer 
not only to report to the legislature upon 
past performance and present conditions, 
but to suggest the expenditures which, in 
his opinion, should be authorized in order 
to meet public needs and the financing 
that should be followed in order to secure 
the funds to meet such expenditures. 

Government officials vested with finan- 
cial responsibility may be divided into two 
groups: 

1. Those immediately responsible for 
the direction and carrying on of the 
services rendered to the public: the 
various administrative units headed 
by cabinet officers and heads of 
agencies. 

2. Those responsible for formulating 
and determining general financial 
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policies: the Chief Executive and his 
immediate assistants. 

Preparation of the budget falls upon the 
executive branch of the government. Prior 
to the beginning of each fiscal year, it is 
the duty of each operating department or 
administrative agency to prepare its esti- 
mates of proposed expenditures for the 
following year, and the duty of the Treas- 
ury to prepare estimates of anticipated 
revenues. The Chief Executive’s financial 
policy is given expression in proposed ex- 
penditures and anticipated revenues and 
they are coordinated in the program sub- 
mitted to the legislative body. After legis- 
lative approval of a program, the Chief 
Executive is reponsible for the various de- 
partments carrying out the Congressional 
mandate. 


INFORMATION NEEDED BY THE 
ADMINISTRATIVE AGENCY 


The administrative head of the depart- 
ment or agency is charged with the direc- 
tion of a service or the performance of a 
particular activity. He reports to the Chief 
Executive and is responsible for perform- 
ing his duties in conformity with the gen- 
eral policy that has been adopted. His 
responsibility in directing the activities of 
an agency includes the spending of money 
granted by the legislative body for his 
agency in conformity with that policy. 
Frequently, he may also be responsible for 
collecting certain types of miscellaneous 
revenues. If his department is supported 
by a special fund, he must usually dis- 
charge two classes of financial responsibil- 
ity: 

1. Insure the collection of the revenues 
which the law will set aside as incre- 
ments to the fund, and 

2. See that the spending of resources of 
the fund is kept within limitations 
provided by law. 


If an administrator is to control the 
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finances of his department effectively, it is 
necessary that he spend his money in ac- 
cordance with a definite financial program 
that has been approved by the Chief 
Executive and the legislature. In other 
words, he must have a budget. If his de- 
partment is supported by a special fund, 
this budget must contain not only a plan 
of expenditure, but a plan of revenue ac- 
cruals and collections. In either event, it is 
necessary that a properly formulated plan 
be definitely adopted. After the plan has 
received the approval of the President and 
Congress, its items constitute definite 
limitations on activities and funds which 
the administrative agency must observe 
closely. If the amount available has been 
authorized by an appropriation, it is usu- 
ally a definite amount and is divided into 
allotments in accordance with the activi- 
ties to be carried on, and in accordance 
with the periods in which the expenditures 
are to be made. If a special fund is in- 
volved, its total may not be fixed, since 
itmay depend upon the amount of revenue 
accruing to the fund. However, revenues 
are always estimated as closely as possible 
so that the spending agency may know the 
amount of the resources available for dis- 
bursement. Whether the resources are in 
the form of an appropriation or a special 
fund, the administrative agency must not 
only avoid over-obligation, but must allot 
its appropriations in such a manner that 
ample funds will always be available when 
Tequired to meet necessary obligations. 
The responsibility of the administrative 
agency in the making of expenditures is 
thus controlled by limitations imposed by 
funds and appropriations. If the agency is 
to meet its financial responsibilities and 
perform the functions required, these limi- 
tations make it essential that the resources 
and expenditures of each fund and appro- 
Priation be separately known and re- 
corded. The agency must have current 
Statements setting forth the condition of 


its available appropriation or fund and it 
must also have current statements show- 
ing details of the expenditures chargeable 
against each fund or appropriation. 

Financial statements setting forth the 
condition of an appropriation or fund must 
furnish to the agency information regard- 
ing the total amount available for the year, 
and the extent to which such fund has been 
expended. From the viewpoint of the ad- 
ministrative agency a fund or appropria- 
tion is obligated as soon as a contract has 
been entered into or a purchase order has 
been issued. When an agency has approved 
a voucher for payment, it has expended the 
amount of the voucher. The audit and 
subsequent disbursement is then made as 
a matter of course. 

The need by the administrator of details 
of expenditures made by him arises out of 
his obligation to adhere strictly to the pur- 
pose for which the funds were originally 
granted. He must constantly assure him- 
self that obligations are being incurred 
strictly within the scope of his authority. 
In addition, he must have definite informa- 
tion in order that he may make a report 
of his trusteeship to the Chief Executive, 
the legislature, and the public. A report 
of this type requires the presentation of de- 
tail statements of expenditure. In order to 
obtain additional grants of funds from the 
legislature, he must present information 
in the form of a budget report that will 
justify the course he has followed and 
show what he proposes for the future. 

Prior to the preparation and the submis- 
sion of the budget by the Chief Executive, 
heads of bureaus and departments must 
submit a justification of their financial 
needs for the next year, together with an 
itemization of receipts and expenditures 
during the past year or years. With this 
information the Chief Executive is in a 
position to revise their estimates if need 
be and thereafter prepare and submit his 
budget. 
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INFORMATION NEEDED BY THE CONGRESS 


From the viewpoint of the legislative 
branch of the Government certain infor- 
mation must be prepared and submitted 
before intelligent action can be taken on 
the budget. The budget is referred to com- 
mittees or subcommittees where the de- 
tailed figures showing the estimated in- 
come and expenditures are studied and 
analyzed before agreements are reached. 

Estimates of proposed expenditures 
must be classified to show the organization 
units of the government. This classification 
is necessary in order that the administra- 
tive responsibility may be fixed on those 
who are to be charged with the program. 
In addition, the proposed expenditures 
must be subclassitied into character of 
work and nature of activity. The charac- 
ter-of-work classification indicates sepa- 
rately the amount of money to be spent 
for administrative expenses, operation ex- 
penses, repairs, fixed charges, new prop- 
erty, and the redemption of public debt. 
An objective classification is made to 
determine what part of the proposed ex- 
penditures will be used for payment of 
personal services, the purchase of ma- 
terials, supplies and equipment to be pur- 
chased to effectuate the proposed activi- 
ties. 

Usually comparative figures are sub- 
mitted showing the results of past per- 
formance in relation to the expenditures 
estimated for the proposed undertakings. 

In addition to considering and deter- 
mining what expenditures should be au- 
thorized by legislative enactment on the 
part of that body it also is the duty of the 
Congress to consider the method by which 
the expenditures will be financed. As an 
aid to the Congress the Chief Executive 
usually submits proposals in his annual 
message transmitting his budget to the 
Congress. The proposals usually include 
estimates of anticipated revenues for the 
succeeding fiscal year, comparisons with 


revenues actually accrued and collected 
during the preceding fiscal period, and 
estimates of revenue expected during the 
current year. 

A statement is also submitted showing 
the new financing, if any, necessary to 
meet the expenditures proposed by the 
budget estimates, in order that the Con- 
gress may determine the effect on the 
debt-incurring power of the government, 
the redemption requirements of future 
years, and the effect on the interest charges 
to be incurred. 

The proposed expenditures and esti- 
mated receipts are augmented by a report 
of the financial condition of the govern- 
ment at the beginning of the current fiscal 
period, an estimate of the condition at the 
beginning of the succeeding period or year 
together with unexpended and unobligated 
resources available to meet the cost of 
future operations. To exhibit this informa- 
tion, a consolidated balance sheet and 
supplementary balance sheet should be 
submitted showing the current assets and 
current liabilities of each fund together 
with the excess of the former over the lat- 
CGE. 

INFORMATION NEEDED BY THE PUBLIC 


The information needed by the public 
may roughly be divided into two classifi- 
cations, namely: (1) what are the taxes 
levied by the Government, and (2) why 
do we have these taxes? 

In order that the general public may un- 
derstand governmental or public finance 
it is necessary that reports and informa- 
tion pertaining to finance be presented in 
everyday language. Accounting terms 
most commonly used for this purpose 
must be simplified or eliminated so that 
the public may more readily understand 
the reports and schedules. 

In view of the fact that the voters elect 
their representatives in Congress as well as 
contribute funds in the form of taxes for 
carrying on the functions of government, 
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financial reports should make possible the 
fixing of responsibility for the manner in 
which public affairs have been carried on. 
This means that the public must know 
whether the executive branch has been 
given sufficient funds to perform the 
needed services, and whether monies have 
been granted and spent for needed objects 
and activities. 

Until recent years relatively little con- 
sideration has been given to the possibility 
of the study of public expenditures by the 
citizen. It is of paramount importance that 
more attention be given to governmental 
expenditures and that the citizens of every 
community obtain a better understanding 
of the significance and purpose of public 
expenditures. Ex-Secretary Mellon in his 
Nation’s Business said: ‘‘When the aver- 
age citizen is as careful about how public 
funds are spent as he is about spending 
his private salary we will not hear any 
more about government extravagance.” 


PURPOSE OF BUDGET SYSTEM 


The purpose of any budget is financial 
planning and control. Prepared by the 
Chief Executive or under his immediate 
supervision it is submitted to the repre- 
sentative body for review and approval. 
The preparation of a budget involves 
careful analyses of public expenditures, 
and of present as well as anticipated re- 
ceipts. A budget may be prepared either 
by the executive or the legislative branch 
of government. A budget officer, or a 
bureau or commission, responsible to the 
executive, may be charged with drawing 
up the budget plan. In the case of the 
Federal Government, the President through 
the Budget Bureau prepares the budget 
estimates, and all bills for raising revenue 
must originate in the House of Representa- 
tives as provided in Section 7, Article I, 
of the United States Constitution. 

Budgetary laws have been adopted not 
only by the Federal government but also 


by state and municipal governments, and 
many foreign governments. As a result of 
the general publicity given to proposed 
governmental financing, every citizen 
eventually has some opportunity of form- 
ing an opinion on proposed expenditures. 
He will have to be convinced of the ex- 
pediency of soldiers’ bonuses, railway aid, 
shipping subsidies and the like before he 
gives his approval. Approval or disap- 
proval of public expenditures can be con- 
veyed very forcefully by the ballot. 


RELATIONSHIP BETWEEN THE NATIONAL 
BUDGET SYSTEM AND BUDGET- 
ARY ACCOUNTS 


The national budget system and the 
budgetary accounts may be visualized as 
a system of financial planning on one hand 
and a group of component accounts on the 
other which relate to the resources, ap- 
propriations, allotments or encumbrances 
of various fund accounts. A study of the 
budgetary accounts would not necessarily 
be a study of the national budget system 
as a whole. However, a thorough study of 
the budget system would have to include 
a study of budgetary accounts. When we 
speak of the budget system, we mean the 
whole system whereby the fiscal activity 
is planned, approved and executed. When 
we speak of the budgetary accounts, we 
mean those accounts which reflect the 
estimated income or proposed expendi- 
tures of the national government and other 
financial transactions as they occur in 
such a manner that administrative control 
can be attained in compliance with the 
scheme outlined in the budget. 

Thus, we may say that the budgetary 
accounts constitute that group of accounts 
under our national budgetary system 
which reflect the estimated revenue to be 
received and the appropriations passed by 
the legislature and approved by the Presi- 
dent. 
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BUDGETARY AND PROPRIETARY ACCOUNTS 


The accounts of the Federal government 
are classified into two main groups, 
namely: (a) budgetary and (b) proprietary 
accounts. 

Under the budgetary classification are 
those accounts which show the estimated 
revenue to be available for some specific 
use or uses, together with the status of 
appropriations, allotments and encum- 
brances. The budgetary accounts, neces- 
sary to carry out the financial program as 
outlined by the budget, reflect the program 
approved by the legislature; at the same 
time they place a definite limitation on the 
appropriations restricting the expenditure 
of more than the amount approved by the 
legislative body. The budgetary accounts 
normally reflect budget operations and 
conditions essential to the executive, legis- 
lature and the public, and usually include 
the following accounts for each expendable 
fund: (a) estimated revenue, (b) appro- 
priations, and (c) encumbrances. This 
classification does not cover all the budget- 
ary accounts maintained by the govern- 
ment but they are illustrative of some of 
the most common and widely known ac- 
counts. 

From the explanation given above it can 
be seen that the budgetary accounts are 
confined to budget operations; but in addi- 
tion there is another group of accounts 
called “Proprietary” which may be com- 
pared with the real accounts of a private 
corporation because they reflect financial 
condition at any particular time. 

Proprietary accounts, as the name im- 
plies, furnish information relative to the 
assets, liabilities, income and expenses in- 
cident to governmental operations. Stating 
it another way, these accounts show what 
the government owns, what it owes, and 
the result of operations in the form of in- 
come and expenses. 

The budgetary and proprietary accounts 
may be combined into one group of gen- 
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eral-ledger accounts, and, as a matter of 
fact, this is the usual practice in gover- 
mental accounting today. 


PURPOSE OF BUDGETARY ACCOUNTS 


Reverting to the discussion of budgetary 
accounts, it should be kept in mind that 
these accounts serve several purposes, 
They not only make control and execution 
of the budget possible in the narrow sense 
of assuring that the appropriation shall 
not be exceeded, but they also furnish a 
means of control of administrative activi- 
ties with a view of determining the effec- 
tiveness of these activities. Moreover, 
budgetary accounts furnish a basis for 
analyzing governmental expenditures by 
appropriations and by objects so as to 
ascertain whether the activities of the gov- 
ernment are being carried out on an effi- 
cient and economical basis. Thus, budget- 
ary accounts afford a means of control of 
present activities and a basis for estimates 
of future operations. They are important 
sources of information for the administra- 
tive agency which maintains the accounts 
as well as the Bureau of the Budget and 
the President. 

In connection with deficiencies, the Act 
of February 27, 1906, 34 Stat. 49, com- 
monly known as the Anti-Deficiency Act, 
provides that appropriations for general 
purposes (with certain exceptions) must be 
so apportioned by periods as to prevent 
expenditure during one period of the fiscal 
year as would necessitate deficiency appro- 
priations to complete the service for the 
remainder of the fiscal year. The budget 
officers in the various departments and 
establishments each year propose appor- 
tionments and submit these for the ap- 
proval of the Bureau of the Budget. This 
is done by the use of a system of monthly 
apportionments covering the entire year. 
The appropriations for the various de- 
partments and establishments are thus ap- 
portioned to each of the 12 months of the 
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fiscal year (though not necessarily in 12 
equal amounts) and in this way deficien- 
cies are avoided. 


GENERAL FUND 


As an incident to governmental account- 
ing and budgetary control, various fund 
accounts are maintained. These accounts 
vary in number and character depending, 
of course, on the information desired by 
administrative officials and the legislature; 
or they may be necessary because of limi- 
tations imposed by the Constitution. 
However, of the various fund accounts the 
General Fund is by far more active than 
any other, and it is this account in which 
is placed the bulk of government revenue, 
such as tax receipts, customs, excise and 
miscellaneous receipts. It is from this fund 
that the annual appropriations are made 
by Congress to pay the expenses of the 
various governmental activities. 

It has been the custom since the incep- 
tion of the Federal government normally 
to place miscellaneous receipts in the Gen- 
eral Fund, and after these funds are re- 
corded they are released by the legislature 
through the medium of specific grants in 
the form of appropriations in accordance 
with the object or project to be prosecuted. 

If economic and efficient administration 
is to be obtained, it is important that com- 
plete information be available which will 
teflect the status of each fund as a whole, 
and supporting information showing in 
detail the objective divisions; namely, ap- 
propriations, assets, liabilities, income and 
expenditures. The Federal government 
maintains budgetary and proprietary ac- 
counts covering the General Fund as well 
as numerous other funds, and, in addition 
to the main fund accounts maintained in 
the Treasury Department, the various ad- 
ministrative agencies also maintain com- 
plete budgetary and proprietary accounts 
pursuant to the money allocated to them 
through the appropriation act. 


In order that the reader may better 
understand the use and application of 
these accounts, various accounts have been 
selected under each classification which 
will be named and defined. 

1. Estimated Revenues—A debit-bal- 
ance account which reflects the antici- 
pated revenue the government expects to 
collect and deposit to the credit of the gen- 
eral fund during the period to be financed, 
for which no bills for collection have been 
prepared. 

2. Available Cash—A debit-balance ac- 
count which represents the free balance of 
cash in the general fund. The amount of 
‘Available Cash” or free balance as it is 
often referred to is usually less than the 
actual amount of cash in the general fund 
because the instant vouchers are approved 
for payment the balance of ‘Available 
Cash” account is reduced by the amount 
of the voucher. Since ‘‘Available Cash” is 
immediately reduced by the amount of 
voucher when it is approved, while the 
voucher usually is not paid for several days 
after it is passed for payment. 

3. Other Resources—A debit-balance 
account which includes all resources not 
included in “Estimated Revenues and 
‘Available Cash.’ ” 

4. Unencumbered Appropriations—A 
credit-balance account which represents 
the unencumbered balance standing to the 
credit of the appropriation made from the 
General Fund. Detail accounts captioned 
“Unencumbered Appropriation” main- 
tained for each appropriation made from 
the general fund support this control ac- 
count. , 

5. Unencumbered Allotments—A credit- 
balance account which represents the un- 
encumbered balance to the credit of the 
allotments made out of the appropriations 
of the general fund. A detail allotment 
account for each allotment made from the 
appropriations of the General Fund sup- 
ports this control account. 
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6. Unliquidated Encumbrances—A credit- 
balance account which represents the 
amount of unliquidated encumbrances. A 
detail ‘‘Unliquidated Encumbrance” ac- 
count for each appropriation and allot- 
ment made from the general fund, supports 
this control account. 

7. Unappropriated Surplus—A credit- 
balance account which represents the un- 
appropriated balance in the general fund. 
This balance is not available for expendi- 
ture until re-appropriated by the appro- 
priating authority. 


APPROPRIATION ACCOUNTS 


The condition of appropriations or 
grants made by the legislature for various 
purposes is reflected in accounts known as 
appropriation accounts. These subsidiary 
accounts are controlled by the fund ac- 
counts from which the appropriations are 
made. The appropriation accounts are 
important since it is this group from which 
information is available to show the legis- 
lature what happens to appropriated 
funds. The general fund is usually drawn 
upon to furnish money appropriated by 
Congress. The accounts are therefore very 
active. While appropriations are some- 
times made available until the purposes for 
which they were made has been accom- 
plished, generally funds are made available 
only for a single fiscal year. 

The information required by adminis- 
trative officials is usually reflected in the 
following accounts: 

1. Unencumbered appropriation 

2. Unencumbered allotments 

3. Unliquidated encumbrances 


DEFINITION OF ALLOTMENT ACCOUNTS 


Allotment accounts are individual ac- 
counts created out of an appropriation for 
the purpose of carrying on a particular 
work program. These accounts are usually 
created by executive order or administra- 
tive action and are used primarily for con- 
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trolling expenditures and at the same time 
for localizing financial responsibility. Al- 
lotment accounts are also used to subdi- 
vide or break down an appropriation into 
smaller units in order that more effective 
control may be obtained and at the same 
time to fix administrative responsibility, 
Allotments are also made by setting aside 
definite amounts of the appropriation to 
cover the cost of certain subdivisions of the 
work for which the whole appropriation is 
granted. If such a policy is not followed 
there is always the danger of overspending 
during the first part of the fiscal year, 
resulting in a deficit in the last part of the 
year. 

The allotment accounts reflect the op- 
eration and condition of each govern- 
mental activity to be prosecuted in ac- 
cordance with the purpose underlying the 
appropriations granted by the legislature. 
These accounts are subsidiary to the ap- 
propriation accounts and are operated in 
practically the same manner, except that 
the former accounts usually cover large 
sums of money which are direct grants of 
Congress whereas the allotment accounts 
are a breakdown of the appropriation ac- 
counts. 


PROPRIETARY ACCOUNTS 


The proprietary accounts of the govern- 
ment, as previously stated, are the accounts 
which show assets, liabilities, income 
and expenses, and reflect the financial 
condition resulting from governmental op- 
erations. Some of the most common pro- 
prietary accounts are cash, current taxes 
receivable, due from other funds, furniture 
and fixtures, vouchers payable, temporary 
loans payable, investment in fixed assets, 
and current surplus. 


DESCRIPTION OF PROPRIETARY ACCOUNTS 


Cash—A debit-balance account. The 
balance of this account represents the 
amount of cash in the Treasury available 
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for payment of obligations incident to the 
operation of the government or a govern- 
mental bureau. 

Current Taxes Receivable—This is an 
asset account. The amount set up in this 
account represents the uncollected taxes 
applicable to the general fund for the cur- 
rent fiscal period. The current tax-receiv- 
able controlling account is supported by 
subsidiary accounts kept in the taxes re- 
ceivable ledger for each kind of tax, i.e., 
general property tax, income tax, poll tax, 
business taxes, etc. By referring to the con- 
trol account, administrative officials may 
ascertain the total amount of uncollected 
taxes, but in order to ascertain how much 
of the total amount was applicable to 
general property taxes further reference 
would have to be made to the subsidiary 
accounts in the Tax Receivable Ledger. 

Due From Other Funds—The control 
account entitled ‘‘Due From Other Funds” 
is also an asset account with a debit bal- 
ance. The amount shown in this account 
represents the aggregate total due the 
general fund by reason of advances to 
other funds. Advances are sometimes made 
in actual cash; in other instances they con- 
sist of supplies, materials, or services op- 
erating under other funds. 

Furniture and Fixtures—Furniture and 
fixtures accounts reflect a debit balance 
the total of which represents original cost. 
There usually is a control account sup- 
ported by detailed accounts for each class 
of furniture and fixtures maintained in a 
fixed-property ledger. The original cost of 
the furniture and fixtures in the case of 
governmental corporations is written down 
periodically by charging depreciation ap- 
plicable to the period to expense and 
crediting a reserve for depreciation. In pre- 
paring the balance sheet the assets would 
be listed at the amount shown in the Fur- 
niture and Fixtures account which would 


be offset on the balance sheet by the re- 
serve, 
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Vouchers Payable—A credit-balance ac- 
count. The controlling account of vouchers 
payable under a particular appropriation 
reflects the amount of vouchers which have 
been approved for payment but not paid 
as of a given date. The fact that the 
vouchers have already been approved for 
payment establishes an obligation which 
will ultimately be paid; hence, the total 
covered by the vouchers approved for pay- 
ment is reflected under the vouchers-pay- 
able account. 

Temporary Loans Payable—A credit- 
balance account. The balance of the tem- 
porary-loans-payable account is the amount 
owed usually by a municipal government, 
on borrowings to meet current operating 
expenses, until the next taxes are due and 
paid. These borrowings may be made by 
issuing notes for a temporary period or 
through the process of registering war- 
rants. For instance, warrants may be pre- 
sented to the Treasurer for payment, but 
having no cash with which to pay them, 
he agrees to register them, and to pay in- 
terest thereon from the date of registration 
until the date of payment. When sufficient 
funds are obtained the Treasurer renders 
payment of principal and interest. The 
transaction, therefore, partakes of the na- 
ture of a temporary loan from the holders 
of governmental warrants. 

Investment in Fixed Assets—Contrary 
to first impression this account has a credit 
balance. The balance of this account rep- 
resents the total outlay or payments made 
in acquiring various fixed assets. It shows 
the net value of the government’s invest- 
ment in fixed assets. It is debited with de- 
creases and credited with increases of fixed- 
asset valuations. 

Current Surplus—A credit-balance ac- 
count. The balance of this account repre- 
sents the excess of current assets over cur- 
rent liabilities. This account is active at 
the opening and close of each fiscal period. 
At the beginning of the year the account is 
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credited with the amount carried forward 
from the previous year, with contra debit 
entries to current-asset accounts. At the 
end of the year revenue and expense ac- 
counts are closed, and the balance is trans- 
ferred to the current-surplus account. In 
closing the books this account must also 
be debited with the amount of expendi- 
tures for capital outlays, because these ex- 
penditures reduce current cash. The contra 
entry will be a credit to Investment in 
Fixed Assets. The current-surplus account 
is the connecting link between the balance 
sheet and the statement of operations. The 
statement of operations reflects the nature 
of the transactions which determine the 
current surplus as shown on the balance 
sheet. 
UNEXPENDED BALANCES 


Many times the full amount of the ap- 
propriation is not expended during the 
fiscal year for which such appropriation 
has been made. An unexpended balance in 
Federal practice is allowed to remain on 
the books of the Treasury for two full 
fiscal years after the close of the year for 
which the appropriation was made, for the 
reason that while the money may not have 
been actually paid out during the fiscal 
year, obligations may have been incurred 
which will not mature until after the close 
of the fiscal year. The unexpended balance 
is therefore allowed to remain on the books 
in order to be available for meeting any 
obligations incurred prior to the close of 
the fiscal year for which the funds were 
appropriated. However, as of the last day 
of each fiscal year, the unexpended bal- 
ances which have remained on the books 


for two full fiscal years after the close of 
the fiscal year for which the appropria- 
tions were made, are carried forward to 
the ‘Surplus Fund of the Treasury.” Such 
transfers are made by means of Surplus- 
fund Warrants. 


CONCLUSION 


From the foregoing it can be seen that 
Federal accounting presents no more dif- 
ficulties than commercial accounting. After 
one has mastered the terminology and fund 
distinctions, the mechanical operations are 
not as complicated as they appear at first 
sight. 

In this discussion we have found: 


1. That complete accounting informa- 
tion is necessary for our national leg- 
islature and Chief Executive if they 
are to pass laws and administer prop- 
erly the functions of government. 

2. That the public must be advised of 
governmental affairs by the medium 
of clear accounting reports, so that 
they may understand the purposes 
for which their contributions are 
being expended. 


In order that this information may be 
conveyed to the Congress, the Chief Ex- 
ecutive, and the public, a National Budget 
Report is annually prepared. 

We also noted that the budgetary ac- 
counts are separate and distinct from the 
accounts known as Proprietary Accounts, 
budgetary accounts being in the nature of 
controlling accounts, whereas proprietary 
accounts disclose detailed information rela- 
tive to assets, liabilities, revenues, and ex- 
penditures. 
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ACCOUNTING CASES 


ALLAN J. 


PHILLIPS- JONES CORPORATION: RECLAS- 
SIFICATION OF SURPLUS; DONATED AND 
LEASED ASSETS; RESERVES 


On August 27, 1919, the Phillips-Jones 
Corporation was incorporated in New 
York, succeeding Phillips-Jones Co., Inc., 
which had been organized in 1914. The 
business, dating back to 1887, consists of 
the manufacture and sale of fabrics, men’s 
shirts, Van Heusen collars, pajamas, and 
underwear. 

An examination of the financial state- 
ments of the corporation for the past few 
years reveals a striking transformation in 
surplus, from a substantial earned surplus 
and no capital surplus to an even more 
substantial deficit and a large capital sur- 
plus. In 1934 earned surplus was $1,256,- 
190.36; in 1935, $1,273,586.19; in 1936, 
$1,292,974.47; and in 1937, $1,291,316.07. 
In none of these years was any capital 
surplus reported. However, on December 
31, 1938, the statements showed a deficit 
of $1,522,818.04 and capital surplus of 
$1,077,711.74. The status of these accounts 
remained substantially unchanged in 1939 
with a deficit of $1,487,261.61 and capital 
surplus of $1,296,102.34.? 

The marked transition which occurred 
in 1938 can be traced through the State- 
ment of Profit and Loss and Deficit for 
the year ended December 31, 1938 (Ex- 
hibit I).* It is apparent from this state- 
ment that three significant factors ac- 
counted for the change: a net loss from 
operations of $937,186.30, special charges 
and adjustments of $803,295.07, and a 
transfer from earned surplus to capital 
surplus of $1,073,652.74. 

The operating loss for 1938 of $937,186.- 

1 SEC File 1-724-1. 

* SEC Files 1-724-1 and 1-724-2. 


5 Ibid., File 1-724-2, 1938 Statements, Insert pages 
6d and 6e. 


FISHER 


30 was very heavy, and may be compared 
with small profits on operations in the pre- 
ceding few years, and an operating loss of 
only $40,903.94 in 1939.4 This heavy loss 
in 1938 is partly attributable to the small 
gross profit of $333,244.72, or less than 
5%, on net sales of $5,635,512.88. In 1939, 
while net sales dropped to $4,923,275.43, 
the gross profit was $905,396.03, or ap- 
proximately 18%. 

The special charges and adjustments in- 
cluded an inventory adjustment of $326,- 
041.17 arising from a change in the valua- 
tion of inventories whereby the basis of 
the lower of cost or market, was adopted.® 
Another adjustment was necessitated by a 
change in policy as of December 31, 1938, 
whereby the outstanding stock of five 
subcontracting companies was transferred 
to the Phillips-Jones Corporation, and the 
notes of these companies for which the 
stock had been held as collateral were 
canceled. The operations of the subcon- 
tracting companies for 1934 to 1937 had 
not been consolidated with those of the 
parent company, and the accumulated 
deficit as of December 31, 1937, of 
$70,388.82 was shown as a special charge 
in 1938.6 A third change in policy effective 
in 1938 and resulting in a special charge of 
$128,290.48 was the placing on a cash 


4 The net profit or loss on operations reported is after 
deducting “Other Charges,” such as interest on loans, 
provision for uncollectible accounts, and loss on build- 
ing operations. 

5 Note A to Financial Statements as at December 31, 
1938, states in part: 

“Tt is estimated by the management that if the in- 
ventory as at Soom 31, 1937 had been valued ac- 
cording to the same method and on the same basis as 
the inventory as at December 31, 1938 there would 
have been an estimated decrease of approximately 
$326,041.17 in the inventory as at December 31, 1937 
and this amount has been included as a special charge 
in the statements of income and profit and loss and 
deficit for the year ended December 31, 1938.” SEC 
File 1-724-2, Insert page 6j. 

Tbid., insert page 6j. Note B. 
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basis of advances to salesmen against com- 
missions to be earned, and development 
work previously charged off on a deferred 
basis. The remaining special charges and 
adjustments were a provision of $125,000.00 
for loss on advances to a former officer 
made prior to December 31, 1937, adjust- 
ments of receivables and fixed assets ag- 
gregating $154,532.10, and sundry items 
resulting in a net credit of $957.50. 

The transfer of $1,073,652.74 from 
earned surplus to capital surplus is ex- 
plained merely as being in accordance with 
a resolution of the Board of Directors, and 
consists of two items, namely, capital sur- 
plus at the inception of the successor cor- 
poration, July 1, 1919, $732,371.20,’ and 
the excess of par value over the cost of pre- 
ferred stock acquired to January 1, 1938, 
$341,281.54. The reclassification of these 
amounts as capital-surplus items rather 
than earned-surplus items accords with 
standard accounting practice. 

In conjunction with these apparently 
overdue changes in the surplus and income 
statements, it may be of interest to note 
that they coincided with a change of ac- 
countants. The statements for 1934 to 
1937 inclusive bare the certificate of Has- 
kins & Sell, while the reports for 1938 and 
1939 included the certificate of S. D. 
Leidesdorf & Co. 

The statement of capital surplus for the 
year ended December 31, 1939, contains 
one item of particular interest: a credit of 
$104,023.58 for buildings donated by com- 
munities. Footnote A to the balance sheet 
for that year contained the following ex- 
planation: 

During the year under review, the acquisition 
of title to certain factories built under agree- 


ments with municipalities was consummated. The 
cost of construction to said communities less de- 


? This date does not correspond with the date of in- 
corporation, August 27, 1919, but is the one given in 
the statement of capital surplus. The statement of 
capital surplus for the year 1938 also includes $4,059.00 
representing the excess of par value over cost of pre- 
ferred stock acquired during 1938. 


preciation since date of construction to December 
31, 1939 amounted to $104,023.58. This amount 
has been added to the cost of construction to the 
company, and capital surplus has been credited 
with a like amount.® 

In the preceding year, mention was 
made of the construction of these factories 
in codperation with municipalities, but 
since title had not been acquired, the por- 
tion of cost contributed by these munici- 
palities had not been included among fixed 
assets.® 

The company has an office building in 
New York City built on leased land, the 
status of which is somewhat doubtful. In 
1938 the pertinent note stated: 

The office building at 1225 Broadway, New 
York City, is built on leased land and this lease 
expires April 30, 1941. The company has the 
privilege of renewing this lease for a period of 
twenty-one years on the basis of a re-appraisal of 
the land, but at a minimum rental of $35,000.00 
per year. The building has been depreciated at 
the rate of 2% per annum and has a net book 
value of $484,152.58 at December 31, 1938.!° 


In 1939 the corresponding note read: 

The office building, at 1225 Broadway, New 
York City, is built on leased land and this lease 
expires April 30, 1941. The landlord then has the 
privilege of acquiring the building at an appraised 
value or offering to the company a renewal of 
this lease for a period of twenty-one years on the 
basis as stated in the lease. In the event that such 
offer of renewal is not accepted by the company 
the building reverts to the landlord. The building 
is stated at cost less accumulated depreciation at 
the rate of 2% per annum and has a net book value 
of $469,512.58 at December 31, 1939.4 


This second statement presents quite a 
different picture, and one much less favor- 
able to the company. Furthermore, the 
initiative apparently rests with the land- 
lord rather than the lessee. In view of the 
second version of the provisions of the 
lease, the question may be raised as to 
whether the company is justified in carry- 
ing the building at cost reduced only by 

8 SEC File 1-724-2, 1939 Statements, Insert page 4h. 

® Ibid., 1938 Statements, Insert page 6k. 


10 Tbid., insert page 6k, Note C. 
1 [bid., 1939 Statements, Note A, Insert page 4h. 
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2% annual depreciation, even though the 
office building is shown as a separate fixed 
asset in the balance sheet, and the above 
footnotes (contradictory on their face) are 
included. 

The financial statements for 1939 in- 
clude an interesting list of reserves other 
than reserves for depreciation (Exhibit 
II)" and a rather comprehensive explana- 
tion of charges and credits to such reserves 
in Notes A to P inclusive, as follows: 


Note A—Of this amount $24,784.57 represents the 
provision for uncollectible accounts-trade; the 
balance of $111,954.89 represents provision for 
discounts deducted from gross sales. 
Note B—This item represents the recovery of ac- 
counts receivable previously written off. 
Note C—This amount represents uncollectible. 
accounts charged against the reserve provided 
therefor. 
Note D—Represents cash discounts taken by cus- 
tomers. 
Note E—This amount consists of losses on the 
sale of imperfect and slow-moving merchandise 
and adjustments to inventories. 
Note F—This amount represents funds collected 
and credited to this account pending final deter- 
mination. 
Note G—Represents sundry charges for prior 
period items. 
Note H—Operating losses of subsidiary com- 
panies for 1939 included in the accompanying 
statement of profit and loss and deficit under 
“Other Charges— Miscellaneous.” 
Note I—This amount represents a reserve to re- 
flect the investment in the capital stock of two 
subsidiary companies acquired during 1939 at the 
net book value thereof as at the date of acquisi- 
tion thereof, and included in the profit and loss 
and deficit account under “Special Charges.” 
Note J—Charges to close out reserves on two sub- 
sidiary companies liquidated. 
Note K—Represents reserves applicable to five 
subsidiary companies the assets and liabilities of 
which were transferred to the registrant. 
Note L—This amount consists of the following: 
(1) Transfer of reserve from a 

subsidiary company, the as- 

sets and liabilities of which 

were transferred to the reg- 

$ 4,963.42 


2 Ibid., Insert page 4p. 


(2) The reinstatement of an ac- 


count charged off in 1938.. 4,636.55 
(3) Reserve in full for a note ac- 
quired in connection with 
recovery of indebtedness... 2,000.00 
$11,599.97 


Note M—The following items are included herein: 
(1) Uncollectible accounts and 
notes receivable charged off $65,856.96 
(2) Recoveries of accounts re- 
served for in prior period in- 
cluded in “Special Credits” 
on the accompanying state- 
ment of profit and loss and 
$83 ,992.71 


Note N—This item represents the recovery of 
$29,795.47 from a former officer and is included 
under “Special Credits” on the accompanying 
statement of profit and loss and deficit. 

Note O—Represents the write-off of balances 
due from salesmen no longer in the company’s 
employ. 

Note P—This item is shown on the balance sheets 
as follows: 


Cursent lability... $ 6,000.00 
Non-current liability.......... 10, 560.88 
$16, 560.885 


These notes are self-explanatory, but 
among the more interesting features may 
be pointed out: 


(1) The use of a reserve for sales discounts. 

(2) The handling of items originally charged 
off as uncollectible. 

(3) The activity in the reserve for investment 
in and advances to subsidiaries. 

(4) The division of the reserve for contin- 
gencies into a current liability and a non- 
current liability. It is quite doubtful 
whether a reserve for contingencies should 
be classified as a liability under any cir- 
cumstances, and certainly, if the item is 
current, a better name than “Reserve for 
Contingencies” should be selected.“ 


18 [bid., Insert pages 4q and 4q1. 

4 This’ $6,000.00, appearing in ‘Schedule VII as a 
charge to profit and loss, is not shown separately in the 
statement of profit and ‘loss for 1939, so no clue to its 
character is available 
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Exarsit I 


PHILLIPS-JONES CORPORATION 
(New York Corporation) 
Registrant 
Statement of Profit and Loss and Deficit 
for the Year Ended December 31, 1938 


Operating Expenses: 

$ 670,873.93 

Other Charges: 

Provision for uncollectible 36,752.23 

Provision for and write-off of accounts receivable other than trade......... 74,725.38 

Loss on Broadway building 31,826.71 

Operating loss of subsidiary company (consolidated)—dissolved............ 12,545.15 


Provision for loss on investment in and advances to subsidiary companies— 
consolidated—equal to the aggregate operating loss of said companies for 


the year ended December 31, 1938—Note 59,080.03 269 , 727.85 
$ 940,601.78 


Net loss from operations for year ended December 31, 1938, before Special 
0 


Special Charges and Adjustments: 
Adjustment of merchandise inventory as at December 31, 1937—Note A.... $ 326,041.17 
Provision for loss on investments in and advances to sub-contracting subsidi- 
aries acquired December 31, 1938—equal to the aggregate operating loss of 
said companies as at December 31, 1937—Note B...................... 70,388.82 
Provision for loss on and write-off of advances to salesmen and 
deferred selling expense existing as at December 31, 1937— 


Write-off of deferred charges existing as at December 31, 1937 
Provision for loss on advances to former officer made prior to December 31, 
Provision for loss on and write-off of notes and accounts receivable arising prior 
Adjustment of fixed asset values and reserve for depreciation.............. 124,256.76 
Less—Transferred to Capital Surplus in accordance with reso- 
lution of Board of Directors: 
Capital surplus at inception of Registrant—July 1, 1919. $732,371.20 
Excess of par value over cost of Preferred Stock acquired 
Deficit—December 31, 1938—per accompanying balance $1,522,818 .04 


Red figures are designated by italics. 


1 Notes A and B are not reproduced here. 
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Exursirt II 
PHILLIPS-JONES CORPORATION 
(New York Corporation) 
AND SUBSIDIARY COMPANIES 
Schedule VII 
Other Reserves as at December 31, 1939 
Column A Column B Column C Column D Column E 
Balance Additions 
January 1, Balance 
Descriptive Names of Reserves 1939 Charged to Charged to Charges to December 31, 
Per Profit and Other Accounts Reserves 1939 
Accounts Loss 
Phillips-Jones Corporation 
—Registrant: 
Reserve for customers’ 
discounts and doubtful (C) $ 78) 
$ 45,000.00 (A) $136,739.46 (B) $ 8,611.33 (D) $103,549.74 $ 50,000.00 
Reserve for merchandise 
inventories........... $ 60,000.00 $ 76,166.77 (E) $136,166.77 


Reserve for contingencies $ 10,000.00 


$ 6,000.00 (F) $10,560.88 (G) $ 10,000.00 (P) $ 16,560.88 


Reserve for investment in 
and advances to sub 


J 
$135,832.55 (H)$ 1,012.51 (I) $15,836.44 (K) $126, 284.65 


(J) $ 10,182.06) 


$ 16,214.79 
Reserve for Notes and 
Other Doubtful Ac- 
counts Receivable: 
Sundry accounts.... $ 93,508.90 $ 1,000.00 (L) $11,599.97 (M)$ 83,992.71 $ 22,116.16 
Due from former offi- 
125,000.00 (N) 29,795.47 95,204.53 
Advancestosalesmen 58,978.79 12,444.21 (O) 40,465.79 30,957.21 
$277 ,487 .69 $ 13,444.21 $11,599.97 $154,253.97 $148,277.90 


CENTRIFUGAL PIPE CORPORATION: 
RECAPITALIZATION; ACCOUNTING 
FOR PATENTS 


The recent history of the Centrifugal 
Pipe Corporation includes some interesting 
points in connection with accounting for 
patents as wasting assets, as well as the 
effect of the present war in curtailing the 
scope of the operations of some American 
companies. The Centrifugal Pipe Corpora- 
tion is a Delaware corporation, organized 
in 1923 for the purpose of holding and 
licensing certain patented processes for 
casting iron pipe by a centrifugal process. 
The Centrifugal Pipe Corporation holds 
the United States patents, while a wholly 
owned Canadian subsidiary, International 
De Lavaud Manufacturing Corporation 
Limited owns the patents for most of the 


rest of the world (except Canada).! A 
second wholly owned but inactive subsidi- 
ary, the Ferric Engineering Company (a 
Delaware corporation) was dissolved on 
July 28, 1936, and its patent rights trans- 
ferred to the Centrifugal Pipe Corpora- 
tion.? 

Two significant changes in capitaliza- 
tion, both involving revisions downward, 
have occurred within the past seven years. 
Resolutions adopted by the Board of Di- 
rectors November 20, 1933, and approved 
by the stockholders December 18, 1933, 
resulted in the following: 

(1) The Capital Stock account was 
written down from $10,070,665.74 to 


1 SEC File 1-723-1. 

2 SEC File 1-723-2. 

5 SEC File 1-723-1, Answer to Question 34 (b) of 
registration statement. 
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$2,165,420.00, resulting in the creation of 
capital surplus of $7,905,245.74. Of the 
525,000 shares of no par value common 
stock authorized, 433,084 were outstand- 
ing, and the change reduced the amount 
of capital represented by each share from 
$23.2533775 to $5.00. 

(2) The following charges against the 
capital surplus so created were authorized :4 


Capital surplus arising through reduc- 
tion of capital stock.............. $7,905, 245.74 
Deduct: 

Dividends paid 
for years 1924 
to 1933, inclu- 
sive, charged 
in those years 
against amorti- 
zation reserve 
account...... $2,620,218.05 

Closing out of 
“Deficit” 
count as at 


1, 
3,678,667.22 6,298,885.27 


Surplus at December 31, 1933....... $1,606, 360.47 


(3) A separate resolution stated that 
“the surplus resulting from such reduction 
of capital shall be applicable, to the same 
extent and in the same manner as any 
earned surplus or net earnings, to the uses 
of this corporation, from time to time (in- 
cluding, at the discretion of the board of 
directors, payment of dividends).” 

(4) The original cost of ‘Patents and 
Patent Rights” of $7,125,850.00 was re- 
duced to $707,721.17 by closing there- 
against a “Reserve for Amortization of 
Patents” amounting to $6,418,128.83. The 
transactions in the Patents and Patent 
Rights account from the beginning of busi- 
ness to December 31, 1933 are summarized 
below.® 
December 21, 1923—Acquired through 

issue of capital stock at a stated 


value'of $25.00 per share (De Lavaud 


Additional acquisition for cash during 
the year 1929, at cost (Clow erat. 125,850.00 


$7 , 125,850.00 
‘ Ibid., Note A to Registrant’s Balance Sheet as of 
December 31, 1934. 


5 Ibid., Note B to Registrant’s Balance Sheet as of 
December 31, 1934. 


December 31, 1933—reduction of cost 
by closing out thereagainst the “‘Re- 
serve for Amortization of Patents” . 


Balance, December 31, 1933........ 


6,418 , 128.83 
$707,721.17 


The component elements of this balance 
of $707,721.17 were: 


De Lavaud patents expiring December 
Clow patents expiring January 31, 1944. 88,792.09 


$707,721.17 


The second major change in capitaliza- 
tion occurred in 1939. The stockholders 
had been warned for several years that 
new arrangements would have to be nego- 
tiated during 1938 and 1939 with licensees, 
resulting in a marked reduction in reve- 
nues. The annual report for 1938 included 
the comment: 

In view of the altered prospects of the enter- 
prise, it is not improbable that before the close 
of 1939 or the year following, it will become ex- 
pedient drastically to reduce its capital structure 
(perhaps simplifying the organization to a single 
corporation) and to distribute the bulk of liquid 
assets of both companies to Centrifugal’s stock- 
holders. 

Stockholders will be informed of future plans 
as soon as the situation crystallizes sufficiently 
to permit their definition and will be asked to act 
upon them before they become effective. 

Early in 1939 an agreement was con- 
cluded with the American licensee, United 
States Pipe and Foundry Company, but at 
royalty rates only about one-fifth as great 
as those previously in effect. Domestic 
royalties for 1939 were consequently some 
$328,000.00 less than for 1938. Licenses in 
Germany, France, Belgium, and Great 
Britain expiring during 1939 under the 
best of circumstances could have been re- 
newed on considerably less profitable 
terms than before, and the outbreak of war 
rendered their renewal on any terms highly 
problematical. Lesser licenses in Poland, 
Japan, Australia and New Zealand were 
either inoperative or were bringing in but 
slight revenue.® 


6 Plan of Reorganization of Centrifugal Pipe Cor- 
poration, dated November 27, 1939. 
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A plan of reorganization was therefore 
formulated to reduce the capitalization 
and corporate expenses, and to return to 
the stockholders the major part of funds 
which had been reserved for the replace- 
ment of disappearing patent values. As a 
preliminary step, the capital of the Cana- 
dian subsidiary was reduced by $980,- 
000.00, $961,004.00 in cash or its equiva- 
lent was transferred to the Centrifugal 
Pipe Corporation, and its balance of 
$18,996.00 was eliminated by the surrender 
of 5,300 shares of the parent company’s 
stock formerly held by the subsidiary. 
Entire dissolution of the De Lavaud Cor- 
poration had been contemplated, but 
Canadian counsel advised that such a pro- 
cedure was impracticable at the time. 

The proposed plan, as submitted to the 
stockholders, involved (1) a reduction in 
the amount of capital stock from $2,165,- 
420.00 to $86,616.80, (2) a change in 
authorized shares from 525,000 shares 
without par value listed on the New York 
Curb Exchange to 105,000 shares with a 
par value of $1.00 per share, not listed on 
any exchange, (3) a reduction in the book 
value of the corporation’s investment in 
International De Lavaud Manufacturing 
Corporation Limited from $1,791,892.31 
to $205,000.00, ‘‘a figure roughly repre- 
senting the book value of International’s 
patents after amortization to the close of 
1939 plus cash reserved as working capital 
and to meet expenses and contingent 
claims,” and (4) a partially liquidating 
dividend estimated at $3.50 per share on 
stock outstanding in hands other than the 
corporation’s.” 

The stockholders on December 20, 1939, 
approved the two structural changes in 
capital stock, and this action was followed 
by the writing down of investments and 
the declaration of a partially liquidating 
dividend, as proposed in the above plan. 


Ibid. 


These changes are reflected in the accom- 
panying balance sheet of the parent cor- 
poration as of December 31, 1939 (Exhibit 
I). This statement differs from the usual 
balance sheet in including on its face more 
detail than is customary as to certain 
transactions, such as the acquisition of in- 
vestments and the changes arising from 
the reorganization. On the other hand, 
since no footnotes accompany the balance 
sheet, and no separate statement of surplus 
was prepared, it is necessary to rely upon 
this one statement for the bulk of financial 
information desired. 

The nature of patents as wasting assets, 
and the similarity of experience of the 
Centrifugal Pipe Corporation to a mining 
company which does not replace its prop- 
erty as it is exploited, is quite evident. 
This parallel extends to the distribution of 
liquidating dividends and the gradual con- 
traction of the scope of operations as the 
stage of exhaustion is approached. 

The delisting of the stock of the com- 
pany removes it from the jurisdiction of 
the Securities and Exchange Commission.*® 
While still subject to the Commission, 
however, several changes were insisted 
upon in the financial statements of the 
parent company and of its Canadian sub- 
sidiary. For example, the balance sheets 
of the International De Lavaud Manufac- 
turing Corporation Limited in 1934 and 
1935 showed a deficit on the asset side. 
In 1935 this deficit amounted to $4,527,- 
760.85 out of a total on the asset side of 
$10,873,822.02. Amendment No. 1 to this 
statement deducted the deficit of $4,527,- 
760.85 from capital stock of $5,711,000.00, 
leaving a net worth of $1,183,239.15. How- 
ever, patents and patent rights were still 
shown on the asset side at $5,796,648.52, 


8 Listing was discontinued as of December 28, 1939, 
and trading was suspended December 22, 1939. Notifi- 
cation and certification of the New York Curb Ex- 
change, Department of Securities, to the Securities and 
Exchange Commission, dated December 21, 1939. 
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Exarsit I 


CENTRIFUGAL PIPE CORPORATION 
(A DELAWARE CORPORATION) 
Balance Sheet, December 31, 1939 


ASSETS 

Patents and patent rights—at cost, less amortization. $ 65,527.38 
Investment in International De Lavaud Manufactur- 
ing Corporation Limited, a wholly owned subsidiary 

company: 
7,110 shares of preferred stock of the par value of 
$100 each and 

50,000 shares of common stock of no par value and 
Commission contracts carrying 20% of the gross roy- 
alties receivable under various license agreements 
Acquired by the issue of the company’s capital stock 
at approximately $20 per share or by purchase plus 
expenses incidental to acquisition. $3,005,208.06 


SS: 

Dividends de- 
clared out of re- 
serve for amorti- 
zation of patents 
in years 1930, 


1932 and 1933... $ 233,315.75 
Partial liquidat- 
ing distribution 
received in 1939. 980,000.00 
Write-down, 
charged to capi- 
tal surplus. ..... 1,586,892.31 2,800,208.06 
205 ,000.00 
(The net assets of this company, as shown by its 
accounts at December 31, 1939, amounted to 
$208,381.38) 
Current assets: 
Royalties receivable.............. 33,425.93 
International De Lavaud Manufac- 
turing Corporation Limited. .... 1,798.90 
263,283.74 


$533,811.12 


while the reserve for amortization of pat- 
ents (shown on the liability side) had a 
balance of $5,131,390.17. The certificate of 
the accountants (Price, Waterhouse & Co.) 
called attention to the fact that ‘‘as shown 
by the accounts of this subsidiary the net 
assets, principally patents, amounted to 
$949,923.40.” 


® SEC File 1-723-2. 


LIABILITIES 
Cons > Stock, par value $1.00 per 


share 
Authorized—105, 000 shares 


Issued —86,616. 80 $ 86,616.80 
Less—Held in treasury—1,100 
Outstanding—85,516.80 shares................... $ 85,516.80 


Capital surplus: 
at f $1,096, 268.52 
Add—Capita surplus arising from: 
Reduction in stated value of 
433,084 shares from $5.00 to 
1,732,336.00 
Exchange of one new share for 
— five shares previously is- 


346,467.20 
Transfer from earned surplus. . 


354,221.05 
$2, 433,024.25 
$3,529,292.77 


Deduct: 

Write-down of investment in In- 
ternational De Lavaud Manu- 
facturing Corporation Limited. $1,586,892.31 

Cash distribution in liquidation of 
$3.50 per share on 427,584 old 
1,496,544.00 

Reduction in book value of treas- 
ury shares from cost to de- 
= par value of $1.00 per 


$3, 102,374.51 
426,918.26 
Earned surplus from January 1, 1934: 
As at January 1, 1939............ $ 428,923.41 
Add—Net profit for the year end- 
ing December 31, 1939, per 
statement attached........... 55,170.04 
$ 484,093.45 
Deduct: 
Dividends paid, $.30 per share. $ 129,872.40 
Transfer to capital surplus. . . . 354,221.05 
$ 484,093.45 
Current liabilities: 
Accounts $ 2,176.06 
Reserve for Federal taxes......... 19,200.00 
21,376.06 
$533,811.12 


The statement of surplus and the pres- 
entation of surplus in the balance sheet 
of the parent company had to be amended 
in 1937 and 1938. The original statement 
of surplus in 1937 read: 


Balance at January 1, 1937......... $1, 310,356.07 
Add—Profit for the year ending De- 
cember 31, 1937 before making 
provision for fluctuation of mar- 

ket value of securities.......... 438,792.71 


$1,749, 148.78 
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Deduct: 
Provision for fluctu- 
ation of market 
values of securi- 
$ 75,000.00 
Cash dividends— 


$.95 per share... 411,262.60 486,262.60 


Balance at December 31, 1937, per bal- 
iss $1, 262,886.18 


Inasmuch as no distinction was drawn 
between capital surplus and earned sur- 
plus, and much of the surplus had been 
created through the reduction of capital 
stock in 1933, the statements were re- 
turned for amendment. The amended 
statement of surplus divided the balance 
at January 1, 1937, into capital surplus 
$1,096,268.52, and earned surplus $214,- 
087.55. The several entries during the year 
affected earned surplus only, and the final 
balances showed capital surplus unchanged 
at $1,096,268.52 and earned surplus of 
$166,617.66." 

The first amendment to the balance 
sheet and statement of surplus for 1938 
involved a change similar to the above, in 
setting up capital surplus separate from 
earned surplus. However, the handling of 
the investment in De Lavaud was appar- 
ently still unsatisfactory to the Commis- 
sion, and a second amendment was filed 
“giving effect as at December 31, 1938 to 
the write-down of the investment in Inter- 
national De Lavaud Manufacturing Cor- 
poration approved by the Board of Direc- 
tors, and Stockholders at meetings held 
on November 27, 1939 and December 20, 
1939, respectively.”’ In this amended bal- 
ance sheet the investment in De Lavaud 
was written down by $1,586,892.31, from 
$2,771,892.31 to $1,185,000.00, and a cor- 
responding amount was charged against 
the capital surplus of $1,096,268.52, result- 
ing in a “‘capital deficit”? of $490,623.79." 


10 Thid. 

41 A note accompanying the balance sheet outlines 
the entire plan of reorganization, but states that only 
the write-down of the corporation’s investment in its 
subsidiary is reflected in the adjusted balance sheet. 


Some general principles of accounting 
for patents can also be illustrated from the 
records of the Centrifugal Pipe Corpora- 
tion. The gradual building up of patent 
values over several years is evidenced in 
the following table of original and subse- 
quent expenditures for particular patents 
of the De Lavaud Corporation: 

Mairy Patents and Langenberg-Russell 


Patent Rights Patents and Patent 
Rights 

1933 $42,872.21 $27,116.98 
1934 3,729.09 10,440.00 
1935 2,410.74 10,079.50 
1936 1,796.34 6,585.92 
1937 2,281.28 1,265.21 
1938 1,697.50 1,447.70 

$54, 787.16 $56,935.31 


The parent company and its subsidiaries 
have not been consistent in their treatment 
of patent expiration. The parent company 
credits the amount expired directly to the 
asset account, the De Lavaud Corporation 
credits a “‘Reserve for Amortization of In- 
tangible Assets,’ while no write-off oc- 
curred on the books of the Ferric Engineer- 
ing Company, the inactive subsidiary re- 
ferred to previously, although its only as- 
sets prior to dissolution consisted of pat- 
ents and patent rights. Such variation 
within a single organization is difficult to 
explain, and more difficult to justify. 

Accounting students sometimes question 
the necessity for great exactitude in com- 
puting the amount of patent expiration 
based upon remaining legal life, when an 
odd number of years and months is in- 
volved. A reply may be found in the 
procedure used by the Centrifugal Pipe 
Corporation, with 1936 as an illustration. 
The Clow patents, which were acquired 
October 11, 1929, at a cost of $125,850.00, 
and which expire January 31, 1944, or 14 
years, 3 months and 20 days later were 
written down by $8,805.84, or 12/171.5 of 
cost. The dissolution of the Ferric Engi- 
neering Company on July 28, 1936, resulted 
in the transfer to the Centrifugal Pipe 
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Corporation of patents having an amor- 
tized cost of $40,347.08,” and expiring May 
17, 1949, or 12 years, 9 months and 20 days 
later. The annual amortization provision 
was computed at 12/153.5 of $40,347.08, 
or $3,154.17, but since the patents were 
acquired at the end of July, the provision 
for 1936 was only 5/12 of $3,154.17 or 
$1,314.24. 


ALLEGHANY CORPORATION :! BOND 
DISCOUNT AND EXPENSE; GAINS 
AND LOSSES ON SALE OF IN- 
VESTMENTS; CONTRACTS 
TO SELL SECURITIES 


The Securities and Exchange Commis- 
sion in a recent release? discusses the appli- 
cation of accounting principles to three 
issues raised by the financial statements, 
for 1934 to 1937 inclusive, of the Alle- 
ghany Corporation.* These include the 
handling of bond discount and expense, 
the treatment of gains and losses on the 
sale of investments, and the proper record- 
ing of a contract between the Alleghany 
Corporation and the Chesapeake and Ohio 
Railway Company covering the sale of 
securities by the Alleghany Corporation. 

Bond discount and expense of $5,142,- 
889.64 was incurred by the Alleghany Cor- 
poration in floating bonds in 1929 and 
1930, all of which was charged against 
paid-in surplus. In 1929 there was not 
enough earned surplus to absorb the 


12 As indicated previously, no amortization of patents 
was every charged on the books of the Ferric Engineer- 
ing Company, and at the date of transfer the account 
“Tnvestment at Cost, and Advances to Ferric Engineer- 
ing Company, a wholly owned subsidiary—not operat- 
ing” was carried at $53,620.88 on the books of the 
Centrifugal Pipe Corporation. However, when the trans- 
fer was consummated, surplus of the Centrifugal Pipe 
Corporation was charged with $13,273.80 as “Loss sus- 
tained on dissolution of wholly owned subsidiary” and 
the patents were set up at $40,347.08, representing 
amortized cost. 

1 SEC File Nos. 21-100 and 1-2644. 

? Securities Exchange Act of 1934, Release No. 2423, 
dated March 1, 1940. 

’ The Alleghany Corporation was incorporated in 
1929 to acquire, invest in, and dispose of, railroad 
securities. 


charge, but the balance of earned surplus 
in 1930 would have been sufficient to cover 
the charge for that year. The Securities 
and Exchange Commission points out that 
accounting authority sanctions the amor- 
tization of bond discount and expense as 
an additional element of interest cost on 
borrowed capital,‘ and the setting up of 
the unamortized portion on the asset side 
as a deferred charge. However, in a foot- 
note the Commission warns investors that 
such an item does not constitute a tangible 
or realizable value. 

An alternative treatment mentioned by 
the Commission is that of charging the 
entire bond discount and expense against 
earned surplus. In support of this possibil- 
ity the Commission calls attention to Sec- 
tion 126 of the Uniform System of Accounts 
for Public Utility Holding Companies pro- 
mulgated by the Commission, and suggests 
that this alternative also charges earnings, 
although not through current profit-and- 
loss accounts. 

The procedure followed by Alleghany 
Corporation is criticized because it fol- 
lowed neither of these acceptable alterna- 
tives, but charged paid-in surplus. The 
effect was either to relieve annual income 
of a charge of approximately $275,000 or to 
relieve earned surplus of a total charge of 
$5,142,889.64. 

The second question involved the sale 
of securities in the period from 1929 to 
1937. The profits or losses on these trans- 
actions were carried to various accounts 

* Authorities cited include Montgomery, Auditing 
Theory and Practice, 5th ed. (1934), Hatfield, Accounting 
(1927), and Paton (ed.) Accountants’ Handbook (1934). 

5 Paton and Littleton express another view: “Un- 
accumulated bond discount cannot express a loss, for 
there is no dissipation of an asset previously acquired; 
it cannot express an asset, for no expenditure has been 
made which would constitute an addition to property 
in that amount. The inescapable conclusion is that dis- 
count on bonds issued is a debit representing prospec- 
tive interest payable at maturity, and as such should 
be reported in the balance sheet as a contra to the face 
or maturity amount of the indebtedness rather than as 
an asset.” An Introduction to Corporate Accounting 


Standards (1940), p. 39. 
® Release No. 2423, p. 4. 
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Yea Profi (or Lass) Account Afecled  §29,612,125.15 which should have been im- 
1950 678'265.34* Earned mediately reflected in the accounts. The 
: 11,683,764.70* Paid-in Surplus’ agreement was dated February 1, 1932, 
1,939,367. Paid-in Surplus and gave the Chesapeake and Ohio Rail- 


The Commission questioned the validity 
of the debits and credits to paid-in surplus, 
criticized the inconsistency of treatment 
from year to year, and cited accounting 
authority for the principle that gains or 
losses on investments should be carried 
through profit or loss or directly to earned 
surplus, preferably the former.’ The Com- 
mission further stated that a provision in 
the corporation’s charter permitting such 
charges to capital surplus did not warrant 
a departure from sound accounting. The 
Commission did not specifically raise the 
issue as to whether the transactions might 
not be considered part of normal opera- 
tions in view of the fact that the corpora- 
tion was chartered to acquire, invest in, 
and dispose of, railroad securities. 

The third question raised is in several re- 
spects the most interesting.® In the balance 
sheet as of December 31, 1935, there ap- 
peared under “Investments—at cost’’ an 
item reading ‘‘Securities in escrow under 
option to The Chesapeake and Ohio Rail- 
way Company at $13.25 per share (the ag- 
gregate option price being $5,065,475 against 
which aggregate payments of $3,440,700 
have been made), $34,677,600.15.” The 
same language was used in subsequent 
years, but the aggregate reported pay- 
ments were increased to $4,515,475 in the 
statements for 1936 and 1937. 

The Commission contended that the 
agreement was not an option, but a con- 
tract to sell, and had resulted in a loss of 


’ This item was transferred to paid-in surplus after 
having been originally charged to earned surplus. 

§ Authorities cited included Sunley and Pinkerton, 
Corporation Accounting (1931), Sanders, Hatfield and 
Moore, A Statement of Accounting Principles (1938), 
and Montgomery, op. cit. 

* For another instance of complicated security trans- 
actions involving subsidiaries of the Alleghany Corpora- 
tion, see the Missouri Pacific Railroad Company case, 
AccounTING Review, March 1940, pp. 110-115. 


way Company (which through an inter- 
mediate holding company is a subsidiary of 
Alleghany Corporation) the privilege of 
purchasing 167,300 shares of Nickel Plate 
common stock and 215,000 shares of Erie 
Railroad common stock for $5,065,475. 
The object of the transaction was to pro- 
vide Alleghany with funds to liquidate an 
indebtedness to the brokerage house of 
Paine, Webber & Co., and the Chesapeake 
and Ohio paid $3,440,700 immediately. 
The Commission continues, in describing 
the transaction: 


Further, the Railway agreed to pay interest 
on the balance due on the contract; and all cash 
dividends on the securities were to be paid to 
Alleghany but were to be deducted from such 
interest, or from principal if the interest require- 
ments were exceeded. In addition, it was agreed 
that if the Railway failed to pay the full purchase 
price before February 1, 1936, either Alleghany 
or the Railway might cause the shares to be sold 
at public auction. The proceeds. of such a sale 
were to go to Alleghany to the extent of the un- 
paid portion of the option price, and the remain- 
der, if any, to the Railway. If the proceeds of the 
sale should not suffice to meet the unpaid portion 
of the option price, then the Railway agreed to 
make up the deficiency.!” 


The Commission contended that the 
down payment of 67% of the purchase 
price, the interest charged on the unpaid 
balance, the crediting of dividends to the 
Chesapeake and Ohio, and the obligation 
of the latter to indemnify Alleghany if the 
full purchase price were not realized at 
public sale were inconsistent with an inter- 
pretation of the agreement as an option. 
It appeared that the only reason the Ches- 
apeak and Ohio (which was financially able 
to pay the full purchase price) did not take 
immediate title to the stock was that it 
would then have acquired a majority con- 


10 Release No. 2423, p. 6. 
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trol of Erie stock without having first 
obtained pcrmission from the Interstate 
Commerce Commission. Through the Vir- 
ginia Transportation Corporation, the 
Chesapeake and Ohio already owned 45% 
of the voting stock of Erie and 8% of 
Nickel Plate. Consequently, until the ap- 
proval of the Interstate Commerce Com- 
mission could be obtained, Alleghany re- 
tained voting control of the stock. 

The agreement between Alleghany and 
the Chesapeake and Ohio was extended for 
two years from February 1, 1936 (when it 
was scheduled to expire), and an additional 
$1,074,775 paid at that time on the con- 
tract price. The Chesapeake and Ohio ulti- 
mately obtained approval of the purchase 
and paid the final $550,000 on January 29, 
1938. Only then did Alleghany take up the 
loss. 

The Securities and Exchange Commis- 
sion held that upon the execution of the 
contract and the down payment of 67% 
“the chance that Alleghany would not have 
to take a loss of more than $29,000,000 can 
hardly be said to have existed.”’ The alter- 
native methods suggested by the Commis- 
sion in accounting for this transaction were 
(1) to charge the $29,612,125.15 to profit 
and loss when the agreement was consum- 
mated, or (2) to set up a reserve out of 
earned surplus equal to the loss which 
would result from the contract." 

The three deficiencies cited by the Se- 
curities and Exchange Commission in the 
1934-1937 statements were corrected by 
amendments filed by the Alleghany Cor- 
poration. Unamortized bond discount and 

Tn conjunction with these alternatives, the Com- 
mission cited Kohler, Principles of Accounting (1931) 


p. 344, and Finney, Principles of Accounting (1934) 
Vol. 1, pp. 117, 119. 


expense was set up on the amended balance 
sheets, the proper amortization of such dis- 
count and expense was included in the 
profit-and-loss statements, and paid-in sur- 
plus and earned surplus were correspond- 
ingly adjusted. Profits and losses on sales 
of securities were transferred from paid-in 
surplus to earned surplus. The controversy 
concerning the handling of the contract 
with Chesapeake and Ohio was settled by 
creating a reserve for the loss on the state- 
ments for 1934 to 1937 inclusive. (The 
statements for 1938 reflected the actual 
loss.) However, with respect to the latter 
item the accountants, Lybrand, Ross Bros. 
and Montgomery, stated that in their 
opinion and that of the corporation the 
original handling of the transaction “‘was 
sound and constituted full disclosure there- 

The Commission illustrated the effect 
of the improper accounting principles orig- 
inally used in the three instances under 
consideration by comparing the uncor- 
rected surplus balances for December 31, 
1934, with the amended balances. The 
original statements showed earned surplus 
of $2,296,581.28 and paid-in surplus of 
$7 ,452,773.38, while the amended state- 
ments showed a deficit of $52,641,439.19 
and paid-in surplus of $35,990,444.70. 
“Thus, there actually existed an impair- 
ment of capital which was obscured by 
failing to record the loss involved in the 
agreement with the Railway.” Since the 
various deficiencies complained of had 
been remedied, however, the Commission 
considered further proceedings unneces- 
sary. 


12 Release No. 2423, p. 8, footnote 20. 
18 Thid., p. 8. 
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THE ACCOUNTING EXCHANGE 


SELLING ACCOUNTING SHORT 


Time was when accountants looked 
upon the balance sheet as a presentation of 
the current financial position of a business 
enterprise. They thought of the left side 
of the statement, when it was presented in 
account form, as a summary of the assets 
of the enterprise. It is true that they 
avoided the inclusion of intangibles when- 
ever possible but they made a virtue of 
that just as banking institutions made a 
virtue of writing their buildings and phys- 
ical equipment down to one dollar. In 
the taking of inventories the accountant 
insisted upon a lower-of-cost-and-market 
valuation and he made a virtue of that too. 

In those days the basic accounting 
equation was still in good standing. It 
might be expressed as “goods equal debts 
plus owners’ equity” or “assets equal 
liabilities plus proprietorship” or “assets 
minus liabilities equal net worth” or with 
some other combination of terms of similar 
meanings. Those were the happy horse- 
and-buggy days of accounting when no- 
body questioned the virtue of the 
accountant. 

Into that Garden of Eden, Satan came 
in the form of a modern, policy-forming, 
precision-planning management of big- 
business enterprise. With him came also 
two obnoxious serpents in the persons of 
the budget-maker and the business statis- 
tician. These upstarts undertook to skim 
the cream off of the accountant’s hard-won 
accomplishments. They tore the balance 
sheet and income statement limb from 
limb, so to speak, and set up ratios, trends 
and innumerable analyses. They had the 
presumption to tell the accountant what 
he should do and should not do and 
mocked him by making a vice of his most 
sacred virtue, conservatism. 

Under the pressure of this attack, which 


still is more implicit than overt, accounting 
leadership has sounded a general retreat. 
A current accounting dictum, which has 
received wide approval among accounting 
leaders in both teaching and practice, runs 
to the effect that accounting is not funda- 
mentally a process of valuation but is 
rather a systematic record of historical 
costs. In a meeting of accounting teachers 
a few months ago one of the speakers 
advanced the suggestion that we abandon 
the term assets and substitute for it 
“unamortized costs.” It is a bit hard to see 
how cash, accrued income and an invest- 
ment in government bonds would fit into 
the proposed terminology but at least the 
suggestion is in line with the currently pre- 
vailing dictum. The speaker just men- 
tioned also expressed regret that anybody 
had ever invented the formerly much- 
prized balance-sheet equation. And, in the 
course of the same meeting, another 
teacher expressed the opinion that ac- 
countants have no use for the concepts of 
value and valuation. 

All of these statements represent a cur- 
rent trend in accounting discussion which 
holds that the balance sheet does not 
purport to be a presentation of the assets 
and liabilities and proprietorship of a 
business enterprise. 

In an earlier period of business enter- 
prise, balance sheets prepared upon the 
basis of traditional principles and tech- 
niques did show assets and liabilities and 
proprietorship within the limits of accu- 
racy demanded by the business manage- 
ment of that time. But, as business opera- 
tions have grown larger and have come to 
involve a closer articulation of more widely 
varied processes, the demands of manage- 
ment have become more exacting. 
Traditional accounting methods no longer 
show assets and liabilities and proprietor- 
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ship within the limits of accuracy now 
required for effective management. 

In such a situation the accountant can 
defend his position in either of two ways. 
He can hold to his traditional views and 
methods and insist upon a more limited 
and accurate statement of their signifi- 
cance and usefulness. Or, on the other 
hand, he can insist that the service of ac- 
counts shall keep pace with the changing 
needs of management and undertake 
whatever changes of assumptions and 
techniques are necessary to permit them to 
do so. In any case the problem is a highly 
practical and important one at the present 
time and some further light will be thrown 
upon it by a critical examination of the 
dictum that accounting is not fundamen- 
tally a process of valuation but instead is 
essentially a record of historical costs. 

What is a process of valuation? 

In a competitive system the generally 
accepted process of valuation is the opera- 
tion of the competitive market. We are all 
familiar with the economic concept of a 
competitive system in which the market 
makes possible a high degree of specializa- 
tion and division of labor. The system ap- 
pears as a form of automatic cooperation 
when we look at it from a broad social 
point of view. This result is achieved 
through the market’s evaluation of goods 
and services. Thereby the conflicting eco- 
nomic interests of buyers and sellers, of 
producers and consumers, are equated or 
adjusted. The essential aspect of such a 
process of valuation is its adjustment or 
reconciliation of conflicting interests. 

This general character of the valuation 
process is not peculiar to economic valua- 
tion. The present article is not the place 
for a general discourse on value but it may 
be said in passing that all valuation in- 
volves a reconciliation, integration or ad- 
justment of different interests. 

What bearing does this description of 
the process of valuation have upon our 


present problem? What has accounting to 
do with the process of adjusting economic 
interests in current economic affairs? 

Accounting is various things. It is a 
record of the business relations of one 
enterprise with all the other enterprises 
with which it deals. It is a record of all 
costs of that enterprise including both 
those which represent assets and those 
which represent expenses of operation. It 
is also a record of incomes as well as ex- 
penses. Both the distinction between asset 
expenditures and expenses and the coordi- 
nation of incomes and expenses with a 
resultant statement of net income fall 
within the accounting process and within 
the accountant’s responsibility. 

To guide him in the discharge of his 
responsibility, the accountant has the 
body of rules and precedents which have 
come out of the previous experiences of 
accountants and business managements. 
But as the conditions of business enter- 
prise change, new assets, new expenses and 
new incomes appear. New problems of 
coordination arise: problems which call for 
new rules or a readjustment of old rules. 
The accountant is the man who is called 
upon to meet the demands of each such 
new situation. 

The essence of the public accountant’s 
professional responsibility lies in his cer- 
tificate that accounts have been kept in 
accordance with accepted principles and 
practice. It may be impossible to enumer- 
ate precisely at any time what are accepted 
principles and practices: some accountants 
may not have a vision of the social respon- 
sibility which rests upon them. Nine cases 
out of every ten may involve only routine 
applications of noncontroversial principles, 
and many of the tenth cases which deal 
with new and borderline situations may be 
wrongly decided; nevertheless a process of 
evolution of principles and practices does 
go on. There is a continuing body of rules 
to which accountants look for guidance. 
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The wide margin of flexibility and toler- 
ance which characterizes the process of 
evolution of these rules is a common 
characteristic of natural processes whether 
they are concerned with physical, biologi- 
cal or social phenomena. The evolution of 
accounts is such a natural social process 
which transcends the work of individual 
accountants and even the whole account- 
ing profession. 

However, the accounting profession is 
responsible for the evolution of accounting 
principles and practices in the same sense 
that the legal profession is responsible for 
the evolution of law. And it is this social 
responsibility which makes each of them a 
profession. 

What is the function of accounting in its 
broadest sense as an evolving social insti- 
tution? What shapes the development of 
particular rules which guide the practice 
of the profession? 

We may well approach an answer to 
these questions by considering a specific 
accounting problem such as the coordinat- 
ing of incomes and expenses. There are 
many different rules of thumb bearing on 
this problem and they are continually 
changing because both incomes and ex- 
penses and the conditions under which 
they arise are constantly changing. If in a 
given case the accountant uses bad judg- 
ment and overstates or understates the net 
income of a corporation, certain economic 
interests actually or potentially involved 
in the corporate association may be in- 
jured thereby. Other interests will stand to 
gain at the expense of those that are 
injured. Good rules of procedure governing 
the coordination of incomes and expenses 
and the resultant determination of net in- 
come are those which afforded an equitable 
treatment of all interests involved. Any 
tule which fails to afford an equitable 
treatment of interests needs to be revised 
or displaced. Under our present methods 
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of carrying on economic activities, the 
certification that accounts have been kept 
in accordance with approved principles 
and practice is a necessary guarantee of 
the protection of associated and conflicting 
economic interests. This statement with 
reference to accounts is a direct parallel to 
the principle that the market must be kept 
open and free in a competitive economic 
system. 

This brings us to an answer to the above 
questions. Accounting as an evolving social 
institution is a means of protecting or ad- 
justing conflicting economic interests. In 
our current economic situation it is sup- 
plementary to the competitive market. 
The market process is accepted universally 
as a process of valuation and the most 
fundamental function of accounts is no less 
a process of valuation. In fact the very 
recognition of accounting as a profession is 
a recognition of its operation as a process 
of valuation. 

Those who deny that accounting is 
fundamentally a process of valuation 
thereby belittle the social significance of 
accounts and the social responsibility of 
accountants. Truly, they are selling ac- 
counting short. More than that, they deny 
the very birthright of the profession. 

Fortunately the process of accounting 
evolution does have a wide margin of 
safety and tolerance. It goes right on re- 
gardless of the widespread acceptance by 
accountants of an erroneous view of the 
fundamental nature of accounts. Thereby 
it illustrates the limited role of leadership 
in social processes. 

Nevertheless, insight and understanding 
are prerequisites of all effective social 
organization including the field of account- 
ing. The dictum that accounting is not a 
process of valuation is an unfortunate and 
unnecessary handicap to the process of 
accounting development which goes on in 
spite of it. 

DR Scortr 
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A REPLY TO MR. COTTER 


In the September AccoUNTING REVIEW 
Mr. Arundel Cotter took issue with the 
article that I wrote on “The First-In, 
Last-Out Method of Inventory Evalua- 
tion” which appeared in the previous num- 
ber of the REVIEW. Mr. Cotter accuses 
me of having set up a straw man at which 
to shoot when I made the statement that 
“Effective support (for the first-in, last-out 
method), if such exists, rests on some sup- 
posedly desired resultant in either the 
balance sheet or the income statement.” 
The additional statement to the effect that 
“it is probable that the advocates of the 
first-in, last-out method are motivated by 
a predetermined end: the desire to in- 
fluence managerial decisions through a 
restatement of profits” almost tempted 
Mr. Cotter to make use of unparliamen- 
tary language. Now, it so happens that ap- 
proximately three-quarters of Mr. Cotter’s 
book, Fool’s Profits, is devoted to showing 
that when the first-in, last-out method 
of inventory evaluation is used the in- 
come reports exhibit a more even dis- 
tribution of earnings, the peaks and valleys 
being levelled to a considerable extent, 
that this method eases the pressure upon 
the directors for the payment of dividends 
during the up-swing of the business cycle, 
that less taxes will be paid during the up- 
swing of the business cycle (very little is 
said about the fact that the tax bill will be 
higher during the down-swing of the cycle) 
and that as a result the cash position of the 
business will be stronger, that the older 
method of inventory evaluation may lead 
to bankruptcy during the upswing of the 
cycle while the newer method affords the 
directors some protection against this end, 
etc. It was such arguments that led to my 
making the statements that Mr. Cotter 
condemns. If these ends are mere inciden- 
tals and not items of prime importance 
why should an author devote three-quar- 
ters of his treatise to airing them? Where 


The Accounting Reriew 


do we stand? Would the advocates of the 
first-in, last-out method be satisfied to 
approach the problem of inventory eval- 
uation objectively, being content that it is 
the proper approach to the problem re- 
gardless of the effect upon income and 
management, or are they motivated by 
the things upon which Mr. Cotter places 
so much stress? The resort to a spurious 
fund argument and an ineffective argu- 
ment as to the nature of profits seems to 
point in the direction of the latter. 

Mr. Cotter claims that the “aim and 
purpose (of the first-in, last-out method) 
is to reflect correctly the operating results 
of a given business during a given period.” 
Mr. Cotter is not consistent, however. He 
states that so far as he is aware, ‘“‘no advo- 
cate of the last-in has suggested its (the 
first-in method) applicability to style 
goods (industry).’”’ Why not? Is profit to 
be defined one way in one industry and 
another way in another industry? Is the 
fund argument to be a good argument for 
one industry and a spurious argument for 
another industry? The fact of the matter is 
that the advocates of the first-in method 
have based their case upon an insecure 
foundation. As I pointed out in my article, 
although they would have to change their 
procedure somewhat, their argument can 
be made much more realistic if they accept 
the changing value of the dollar thesis. 
This, for some reason or other, they do not 
care to do. 

Mr. Cotter feels that the use of the first- 
in method results in exhibiting not only a 
fact but a truth as well. What is the truth? 
The full statement of an inventory evalu- 
ated on the first-in basis for balance sheet 
purposes may read somewhat as follows: 

Merchandise Inventory $150,000.00. 

(The physical quantity of the inventory 
is the same as that on hand at the termi- 
nation of the first year for which the firm 
was in business. It is evaluated on the basis 
of the prices prevailing at the time when 
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the firm first commenced business thirty 
years ago.) Stated thus the inventory 
figure exhibits both a fact and a truth; if 
the qualifying explanation is omitted, how- 
ever, it is difficult to see how it can be 
interpreted as either. Balance sheets are 
prepared as of the last day of the fiscal pe- 
riod. Traditional procedure exhibits the 
inventory at either cost or market which- 
ever is lower. In the absence of a qual- 
ifying explanation the inventory figure 
is therefore certain to be misinterpreted, 
thus conveying to the reader neither 
fact nor truth. Further, if the necessary 
qualifying phrase is included an inconsist- 
ency results: the date line of the balance 
sheet indicates that the financial condition 
of December 31, 19— is being presented, 
while the inventory figure represents a cost 
incurred twenty-five or thirty years pre- 
vious. If the inventory figure is admitted 
to be both fact and truth it would appear 
that the balance sheet heading can be 
neither fact nor truth. From the stand- 
point of the balance sheet, therefore, 
regardless of the way you look at the prob- 
lem, the result cannot be fact and truth. 
The contradictory resultant will not down. 

However, Mr. Cotter is more concerned 
with fact and truth from the standpoint of 
the income statement than from the stand- 
point of the balance sheet. One may 
question, nevertheless, whether that which 
is neither fact nor truth from the stand- 
point of the current balance sheet can be 
both fact and truth from the standpoint of 
the current income statement. Assuming 
the same ultimate purpose the two state- 
ments are interdependent. An inventory 
which is unsatisfactory in one statement is 
unsatisfactory from the standpoint of the 
other statement. It may therefore be 
seriously questioned whether the use of 
the first-in method does “‘reflect correctly 
the operating results of a given business 
during a given accounting period.” If the 
final inventory priced according to the 


amounts paid for goods perhaps twenty- 
five or thirty years previous is subtracted 
from the sum of the cost of the goods 
purchased during the current period and 
the initial inventory priced according to 
the amounts paid for goods twenty-five or 
thirty years previous, the remainder, as- 
suming the quantity of the inventory to be 
unchanged, must always be equal to the 
cost of the goods purchased during the 
current year, thus indicating either that 
the goods purchased during the current 
year have been sold or that the cost of the 
goods sold during the year is equal to the 
cost of the purchases made during the 
year. In the ordinary case this is neither 
operating fact nor operating truth. The 
goods sold during the period are not ordi- 
narily made up entirely of goods purchased 
during the year, nor is the cost of the goods 
sold during the year ordinarily the cost of 
the goods purchased during the year, nor 
even equal to the cost of the goods pur- 
chased during the year. Normal account- 
ing, in that it endeavors to exhibit the true 
cost of the goods sold during the period, 
would appear to be more consistent with 
both the facts and the truth. 

Digging a little deeper it is seen that Mr. 
Cotter identifies the reflection of the cor- 
rect operating results of a given accounting 
period with the reflection of the earnings 
which a business should be able to disburse 
in dividends and still be able to “‘start the 
new accounting period with the same real 
wealth as at the beginning of the then 
previous period.”’ (Mr. Cotter might well 
have stated as at the beginning of a period 
twenty-five or thirty years previous.) Dis- 
regarding the fact and the truth that the 
asset representation of profits may be such 
that dividend disbursements may be im- 
possible, and disregarding the directors’ 
function as respects the distribution of 
earnings, is it the truth that profits should 
be measured by what a business should be 
able to disburse at the end of any account- 
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ing period? Mr. Cotter says that “Stripped 
of all side issues, a ‘profit’ that you can’t 
spend and may never be able to spend is 
not a profit.”” Mr. Cotter appears to forget 
that the accountant is keeping records for 
the business and not for the investors per 
se, and that it is both a fact and a truth 
that the business can and does “spend” 
the profit reported by the usual accounting 
methods: it may spend it in part to main- 
tain the physical inventory in periods of 
rising prices. Mr. Cotter also appears to 
forget that by choice a business is a con- 
tinuing proposition. If it were discontin- 
ued, ignoring liquidation losses, the profit 
reported by the usual accounting proc- 
esses would be distributed to the inves- 
tors and “spent” by them in whatever way 
they saw fit. In this case it would appear to 
be profit. Does the fact that the business is 
not liquidated cause it to be something 
different from a profit? Further, Mr. Cot- 
ter forgets that a business does not have to 
liquidate to distribute all of its historical 
accounting profits, that an amount equiva- 
lent to the profits reported by the usual 
accounting methods may be disbursed in 
dividends in spite of the fact that the cost 
of a given quantity of inventory has in- 
creased. The increased inventory cost may 
be financed by incurring a payable item 
which in the ordinary course of events will 
be retired not out of the profits of the year 
just closed but out of the proceeds to be 
received from the sale of the inventory it- 
self. The increased inventory cost, there- 
fore, need have no effect upon the dividend 
distribution of a given current year. Also, 
in spite of this fact, the real wealth may be 
maintained. 

Mr. Cotter says further that one of the 
troubles with accounting lies in the fact 
“that it attempts to ignore physical quan- 
tities.”’ “Money,” he says, “is merely a 
medium of exchange for things. It has no 
other value.” Ignoring the fact that 
money does have other “values,” it should 


also be clear that an inventory has no other 
value to a business except its exchange 
value; hence, its real relationship to the 
business is indicated by its money worth 
not by a cost incurred during a preceding 
period. A business does not consume its 
inventory nor is the inventory going to be 
distributed to the investors to be con- 
sumed. To a firm and to its stockholders, 
business assets have no other value than 
their exchange value or their contribution 
to exchange value. They are not real 
wealth to the investors (if the term wealth 
can be used as Mr. Cotter uses it) in any 
other sense than in the sense of their ex- 
change value. Increased exchange value, 
then, is the thing for which the business 
exists and success or failure is measured by 
the increase or decrease in exchange value 
regardless of whether the latter is meas- 
ured by the same, a greater or a lesser 
physical quantity of goods. It appears that 
Mr. Cotter is thinking in terms of the 
investor and speaking in terms of the 
business. It might be well to recall that in 
the usual case the investor invests money 
or money value, that all he has personally 
during the period of business operations is 
money value or a claim to money value 
and that what he gets in the end is money 
value. An accounting which expresses its 
results in these terms is therefore much 
more likely to be consistent with both the 
facts and the truth than is an accounting 
which is geared to physical things. 

It must be admitted, however, that 
historical accounting is imperfect in that it 
ignores both changing values and chang- 
ing money values. Mr. Cotter may be of 
real service to the investor by endeavoring 
to solve the problems thereby involved. 
The problems at least concern the eco- 
nomic rather than the physical and it is in 
the former that the truth lies. 

Mr. Cotter is also interested in exclud- 
ing speculating profits and losses resulting 
from changes in the value of the inventory 
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from the net figure exhibited by the in- 
come statement. The first-in method con- 
tributes something in this direction. It 
does not entirely eliminate speculative 
profit from the result, however, since 
speculative profit on goods sold is included 
as a matter of course. The final result is 
therefore not entirely an operating result. 
Nor is there any reason why it should be. 
Of necessity most businesses must 
speculate in at least three things: (1) in 
supplying a utility (usually the main 
speculation), (2) in the changing value of 
things (including inventory), (3) in the 
changing value of money. It is submitted, 
therefore, that since this is the nature of 
things, the exclusion of speculative profits 
through the medium of accounting fiction 
is unnatural. The step which appears 
desirable is to indicate the success of the 
various speculations. 

One other point: Mr. Cotter says that 
“The sooner accounting forgets history 
the better for the public, the concerns that 
employ auditors, and for accountants 
themselves.” Although Mr. Cotter was 
“almost tempted to employ unparliamen- 
tary language” in regard to the stress 
which I placed upon the historical ap- 
proach to accounting, it is evident that 
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Mr. Cotter is confused as to his in*erpre- 
tation of the terms historical approach. 
The latter does not mean that the account- 
ant proceeds as he does simply because ac- 
countants have followed such a pattern in 
the past, as Mr. Cotter seems to think. 
Rather, it means that the accountant thinks 
of himself as writing the history of business 
transactions. He scarcely writes the true 
history of business transactions when he 
makes use of the fiction implied in the 
concept of the first-in method of evaluat- 
ing the inventory. 

As implied in my article the first-in 
method is a step in the direction of com- 
pensating for dollar value changes. As 
such there is something to be said for it. 
The arguments advanced in its support, 
however, do not ring true. Perhaps we 
should be thankful for any step in the 
direction of compensation regardless of 
the base upon which it is premised. It is my 
feeling, however, that a greater advance is 
possible when the approach rests upon the 
truth. Further, any procedure followed 
should be premised on the thesis that the 
whole truth should be presented to the 
stockholders and the directors rather than 
concealed by the accounting methods 
followed. 

GEoRGE R. HUSBAND 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


pared by the Board of Examiners of 

the American Institute of Account- 
ants and were presented as the first half 
of the May, 1940 C.P.A. examination in 
those states using the Institute questions. 
The weights assigned were: problem 1, 15 
points; problem 2, 15 points; problem 3, 
20 points; problem 4, 20 points; problem 
5, 30 points. The candidates were allowed 
six hours to solve the five problems. 


No. 1 


Of each of the following inventory meth- 
ods (a) describe the principal features; 
(b) give at least one situation, business, 
or industry in which it is used to advantage 
and considered good accounting practice, 
and in each case give the reason for its 
selection; also (c) state whether it is per- 
missible for Federal income-tax purposes: 


Retail method. 


Using a constant price for so-called normal 
quantity of materials or goods in stock 
(base-stock method). 

Last-in, first-out. 

First-in, first-out. 

Average cost. 

Deducting from the inventory a reserve 
for price changes or an estimated depre- 
ciation in the value thereof. 


No. 2 


The combined assets and liabilities of a 
parent company and its subsidiaries were: 


Te: PROBLEMS which follow were pre- 


Assets 
Intercompany accounts receivable....... 258 ,000 
Investment of parent in subsidiaries...... 1,268 ,000 
Properties, less reserves for depreciation.. 1,093,000 


Liabilities 
$ 174,000 
Intercompany accounts payable......... 295 ,000 
Funded debt—subsidiaries.............. 130,000 
Funded debt—parent company......... 696 ,000 
Subsidiaries’ capital and surplus at acquisi- 

Capital stock—parent company......... 460 ,000 
Capital surplus—parent company...... .. 154,000 

$3,574,000 


The balance-sheets of thirty-eight ‘“‘nom- 
inal” companies, each showing $1,000 
capital stock and $1,000 receivable on 
intercompany account and nothing else, 
are not included in the above combined 
balance-sheet. However, the parent com- 
pany carries the investment in these compa- 
nies among the assets at par and includes 
the offsetting amount in the intercompany 
accounts payable. 

Among the investments of the parent 
company is an amount of $6,000 represent- 
ing bonds of a like principal amount of a 
subsidiary. 

Preferred stocks of three subsidiaries are 
held by the public in the amounts of 
$10,000, $5,000, and $5,000, respectively. 
They are nonparticipating and all divi- 
dends had been paid. 

The common stocks of all subsidiaries 
are 100% owned except the stock of one 
company of which 10% is held by the 
public. On the date of the balance-sheet 
the capital and surplus at acquisition of 
this company amounted to $40,000 and 
surplus earned since acquisition amounted 
io $30,000. No common dividends had 
ever been paid. 

Complete the consolidation on a colum- 
nar work sheet. 
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No. 3 

From the following trial balance of the 
accounts of Watson College and the addi- 
tional information given, prepare a bal- 
ance-sheet in the proper institutional form: 


June 30, 1939 


Dr. Cr. 
Deposit accounts........... $ 2,500 
Income from endowment in- 

85,500 
Income from college operations 
College operating expenses. . . 195,000 
Interest accrued on securities 

500 
Inventories 

School supplies........... 5,000 

3,000 
Investments 

875,500 

,000 

Mortgages payable secured by 

college plant............. 250,000 
College plant 

95,000 

1,000 ,000 

Ground improvements.... . 50,000 

160,000 
Profit on sale of endowment 

fund investments......... 4,000 
Prepaid college expenses... . . 2,000 
Accounts receivable 

3,000 

Miscellaneous............ 1,000 
Notes receivable........... 20,000 
2,000 
Accounts payable........... 3,000 


Reserve for doubtful accounts 
500 
Reserve for depreciation of 
buildings held as endow- 


ment fund investment. .... 5,500 
Reserve for contingencies. . . . 5,000 
Excess of assets over liabilities 3,355,500 


$3,813,500 $3,813,500 


ADDITIONAL INFORMATION 


1. An analysis of the cash account shows that the cash 
should be divided as follows: 


Current funds 
4,000 
Funds subject to annuity agreements..... 1,500 
$43,500 


2. Investments were all made from endowment funds 
with the exception of $25,500 in bonds purchased 
from funds subject to annuity agreements. The in- 


come and principal of the latter funds are to be used 
to make certain definite payments during the life of 
the annuitants. Excess of annuity payments over 
income has been charged to the principal of the fund. 

3. Notes receivable represent loans made to students 
from funds which are restricted to that purpose. 

4. Memorandum records show that $11,500 of endow- 
= funds are loaned temporarily to the current 

und. 

5. These records also show that $50,000 of endowment 
funds are invested in the college’s plant which is in 
full accord with the endowment terms. 

6. The income from $895,000 of endowment principal 

is restricted. 

. It was decided that the reserve for depreciation of 

real estate carried among the investments be funded. 


No. 4 


The Beverly Company went into re- 
ceivership on January 31, 1940. From the 
information given below prepare (a) a 
statement of affairs and (b) a deficiency 
account of that date. 


~ 


TRIAL BALANCE 
January 31, 1940 


Cr. 
25 ,000 
Accounts receivable............. 75,000 
50,000 
Marketable securities........... ,000 
25,000 
Machinery and equipment....... 175,000 
Prepaid expenses and deferred 
Accounts payable............... 151,000 
9,000 
12,250 
Accrued interest on first mortgage 
3,750 
First mortgage bonds due February 
115,000 
Reserve for depreciation—build- 
Reserve for depreciation—machin- 
ery and equipment........... 85,000 
Reserve for doubtful accounts re- 
5,000 
Reserve for contingencies........ 25,000 
150,000 


According to estimates made by the re- 
ceiver in consultations with the manage- 
ment, assets are expected to realize the 
following amounts: 
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Inventories, after $5,000 is spent to complete 

Marketable securities, 70% of book value... 28,000 
Machinery and equipment................ 60, 


Other data to be considered: 


Notes receivable totaling $4,000 have been 
discounted of which $1,000 will have to 
be paid by Beverly Company as en- 
dorser. 

Notes payable are secured by marketable 
securities having a book value of $25,000. 

The first mortgage bonds are secured by 
a mortgage on the land and buildings. 

It is estimated that contingencies covered 

by the reserve therefor will result in actual 

liabilities of $20,000. 

Accrued wages are all of recent origin. 


No. 5 
On June ist the Polar Corporation con- 


signed 100 refrigerators to the AB Com- 
pany, to be sold as follows: 


Cash price—$180 less 5% discount 

Time-payment plan—$180 net, one- 
third cash on delivery, the balance in 
24 monthly payments of $5. All credit 
sales are subject to the approval of the 
Polar Corporation as to credit risk. 
Refrigerators will be repossessed when 
time-payment contracts are two 
months in default and will be returned 
to the manufacturer for recondition- 
ing. 

The manufacturing cost of each refrig- 
erator was $60, and $400 freight was pre- 
paid on the shipment. The AB Company 
paid $200 truckage and deposited with the 
consignor $7,500 cash, thus advancing in 
all $7,700 to secure the consignment. 

This sum is to remain credited to the 
AB Company until all refrigerators are 
sold and fully paid or repossessed. How- 
ever, on December 31st of the current 
year, and thereafter on the last day of 


each month, the consignor must refund to 
the AB Company the amount, if any, by 
which the original deposit exceeds the ag- 
gregate of (1) the full sales price of the 
unsold refrigerators and (2) the uncol- 
lected instalments on time-payment con- 
tracts. 

The AB Company will receive a com- 
mission of $30 on each refrigerator sold for 
cash or on approved time-payment con- 
tract. The AB Company will promptly 
remit all collections less commissions in 
full on all such sales. Commissions on de- 
faulted contracts that had been approved 
by the Polar Corporation will not be re- 
coverable from the AB Company. 

On June 30th the AB Company reported 
that they had sold 60 refrigerators, 20 for 
cash and 40 on the time-payment plan. 
The latter sales had been duly approved 
by the Polar Corporation. The amounts 
collected had been remitted according to 
agreement. 

Instalments on the 40 time-payment 
contracts were collected for July, August, 
and September and had likewise been 
remitted. 

In October and November collections 
were made and remitted on only 30 of 
these contracts and the refrigerators sold 
on the ten defaulting contracts were re- 
possessed and returned to the Polar Cor- 
poration on November 30th. The latter 
expects to sell these refrigerators at $100 
each after spending $10 each for inward 
freight and cost of reconditioning. 

December collections on time-payment 
contracts were made in full and the AB 
Company reported cash sales of 20 re- 
frigerators, and 20 remaining in stock. The 
Polar Corporation received these collec- 
tions and the net proceeds from the cash 
sales on December 31st. 

The Polar Corporation in accounting for 
instalment sales follows the plan of recog- 
nizing income only in terms of amounts 
collected. 
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From the foregoing data prepare: 

(a) The entries that will record the trans- 
actions on the books of the Polar Cor- 
poration. 

(b) Comprehensive summaries of these en- 
tries showing and explaining the fol- 
lowing resulting balances at December 
31, 1939: 

1. Consignment. 

2. Repossessed refrigerators. 
3. Cash. 

4. AB Company. 

5. Profit realized. 

6. Profit not realized. 

7. Loss on defaults. 


Solution to Problem 1 
Retail Method 


(a) When this method is used a record 
must be kept of both cost and retail value 
of purchases, “‘mark-ups” and “mark-up 
cancellations,” ‘“‘mark-downs”’ and “‘mark- 
down cancellations.” The inventory is 
taken at retail value and is reduced to 
cost, or a value lower than cost, by de- 
ducting from the retail value an amount 
determined by the percentage relationship 
of cost to original selling price plus ‘‘mark- 
ups.” In this calculation “‘mark-downs” 
are ignored. 

(b) The method is used to advantage in 
department stores. It was probably adopted 
because of the more or less fixed relation- 
ship between wholesale and retail prices, 
and because of the relative ease with which 
the inventory could be taken and priced. 

(c) It is an acceptable method for Fed- 
eral income-tax purposes. 


Base-stock method 

(a) The foundation of this method is the 
theory that the minimum or basic inven- 
tory of staple materials, which must be 
carried as a reserve to enable the concern 
at all times to meet the needs of produc- 
tion or demands of customers, should be 
valued at a long-run “normal” price. The 
balance of the inventory, over and above 


this base or reserve stock, is priced at cur- 
rent costs. 

(b) It has been urged that the base- 
stock theory of inventory valuation is ap- 
propriate in smelting and metal reduction, 
manufacture of metal into standard sheets, 
bars, etc., basic chemical manufacturing, 
and other lines of business having the fol- 
lowing characteristics: 

(1) Use of large and steady volume of a 

few homogeneous raw materials. 

(2) Relatively long manufacturing pe- 

riod andstable methods of operation. 

(3) Normal quantities of materials 

clearly indicated for each stage of 
manufacture. 

(4) Material cost a large fraction of 

total cost. 


The base-stock method is used in the 
foregoing types of business on the theory 
that fluctuations in the value of normal 
inventory stocks from period to period 
have no bearing on operating success or 
long-run financial condition and hence 
should not be allowed to affect the income 
account. 

(c) This method has been disapproved 
by the Bureau of Internal Revenue. 


Last-in, first out 

(a) This method of pricing inventory is 
founded on the supposition that the most 
recently acquired merchandise is the first 
sold or put into production. As a result, 
the valuation of inventory from period to 
period would be the same if the quantities 
acquired were equal to the quantities sold 
or put into production. 

(b) The last-in, first-out method is used 
in the petroleum, leather, and nonferrous 
metals and other lines of industry whose 
product sales prices are influenced by the 
replacement rather than the historical 
cost of those products and whose inventory 
quantities are fairly constant. On this 
basis, in the case of a rising market, pro- 
duction will be charged with higher costs 
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and inventory will be valued at the lower 
costs, thus creating a cushion against infla- 
tion of profit. On the other hand, in the 
case of a falling market, production will be 
charged with lower costs and the operating 
loss, if any, will not be as great. The use of 
this method tends to iron out the extremes 
of the profit-and-loss curve. 

(c) The 1938 and 1939 Revenue Acts 
provide for the use of the last-in, first-out 
method. 


First-in, first-out 


(a) The first-in, first-out method of 
pricing inventory is based on the assump- 
tion that the first-acquired merchandise is 
the first sold or put into production. The 
application of this method results in the 
valuation of inventory at more or less cur- 
rent prices. 

(b) This method is considered proper 
where merchandise sales cannot be spe- 
cifically identified with merchandise pur- 
chases, where the inventory quantities 
fluctuate from period to period or where 
there is a low degree of price responsive- 
ness between material and product. A 
business which has such characteristics is 
novelty manufacturing, where the prod- 
ucts have limited popularity and the sell- 
ing prices thereof have little relation to 
cost of manufacture. From a balance-sheet 


Solution to Problem 2 


point of view, this method reflects current 
assets more accurately. This method is 
more generally accepted and understood 
because it is simple and logical. 

(c) This method is accepted for federal 
income-tax purposes. 


Average cost 


(a) As its name implies, this method 
calls for the averaging of costs of merchan- 
dise on hand at the beginning of the period 
with costs of merchandise purchased dur- 
ing the period to arrive at the valuation of 
the ending inventory. 

(b) This method has been used in the 
tobacco industry because of the peculiar 
conditions obtaining therein. Among such 
conditions are the aging process required, 
and the fungible nature of the product. 

(c) It is permissible for Federal income- 
tax purposes to average costs. 


Deducting a reserve for price changes, etc. 


(a) This procedure calls for the use of a 
reserve based upon an estimated future de- 
cline in the market value. 

(b) It may be used by any type of busi- 
ness in a period of rapidly declining prices 
particularly if the inventory is abnormally 
large. 

(c) The method is not an allowable one 
for Federal income-tax purposes. 


A ParENT COMPANY AND SUBSIDIARIES 
Working Papers—Consolidated Balance Sheet 


Date 
Combined Adjustments and Consolidated 
Balance Eliminations Balance 
Assets Sheet Debit Credit Sheet 
$ 636,000.00 $ $ $ 636,000.00 
Intercompany accounts receivable. ..... 258 ,000 .00 (5) 258,000.00 
Investment of parent in subsidiaries... . . 1,268 ,000.00 (1) 38,000.00 
(2 6,000.00 
(4) 1,224,000.00 
Property, less reserves for depreciation... 1,093,000.00 1,093 ,000.00 
$3 ,574,000.00 $2,049 ,000.00 
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$ 174,000.00 $ 174,000.00 

(1) 38,000.00 

Intercompany accounts payable........ 295,000.00 (5) 257,000.00 
Funded debt—subsidiaries............. 130,000.00 (2) 6,000.00 124,000.00 
Funded debt—parent company......... 696 ,000 .00 696,000.00 

Subsidiaries capital and surplus at (4) 1,274,000.00 

Capital stock—parent company........ 460,000.00 460 ,000 .00 
Capital surplus—parent company....... 154,000.00 154,000.00 
Eamed surplus......................- 367 ,000.00 (3) 3,000.00 364,000.00 
Minority interest in preferred stocks... . (3) 20,000.00 20,000.00 
Minority interest in common stocks..... (3) 7,000.00 7,000.00 
Consolidation surplus................. (4) 50,000.00 50,000.00 
$3,574,000.00 $1,603,000.00 $1,603,000.00 $2,049,000.00 

Key 


(1) To eliminate investment in thirty-eight “nominal” companies. 
(2) To eliminate parent company’s investment in subsidiary bonds. 
(3) To set up the minority interest in preferred and common stocks. 


(4) To eliminate investment in subsidiaries 


(5) To eliminate intercompany accounts. “The unexplained difference of $1,000.00 is added to deferred charges. 


Solution to Problem 3 


Watson COLLEGE 


Balance Sheet 
June 30, 1939 
Assets Liabilities 
Current funds Current funds 
Accounts receivable 3,000.00 
Miscellaneous............. 1,000.00 Reserve for contingencies.................... 5,000.00 
$ 4,000.00 
jose reserve for doubtful ac- 
500.00 3,500.00 
Inventories: 
School supplies............ $ 5,000.00 
Endowment funds Endowment funds 
$ 4,000.00 Due to depreciation fund..... $ 5,500.00 
——- accrued on securities Endowment fund balances in- 
500.00 cluding $895,000.00 the in 
Due current fund....... 11,500.00 2,220,500.00 $2,226,000.00 
Investments: 
$850,000.00 
270,000.00 De: ion fund 
Real estate.. 100.000.00 2,210,000.00 $2,226,000.00 
Depreciation fund 
Due from endowment funds................ 5,500.00 
Annuity funds Annuity funds 
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Plant funds Plant funds 
Ground improvements.....................+. 50,000.00 From endowment funds.... $ 50,000.00 
160,000.00 From other sources........ 1,005,000.00  1,055,000.00 
Loan funds Loan funds 
Agency funds Agency funds 
Solution to Problem 4 
THE BEVERLY COMPANY 
Statement of A fairs 
January 31, 1940 
Book Expected to 
Values Realize 
Assets 
$120,000.00 
Less: First mortgage bonds due February 15, 1940................ $115,000.00 
Accrued interest on first mortgage bonds................... 3,750.00 
$118,750.00 $ 1,250.00 
29,000.00 Notes receivable: 
$4,000.00 discounted—deducted contra-estimated value, $3,000.00 
70,000.00 Accounts receivable (less reserve for doubtful accounts, $5,000.00)............... 50,000.00 
50,000.00 Inventory: 
40,000.00 Marketable securities: 
to secure notes payable-deducted contra-estimated value 
17,500. 
7,000.00 Prepaid expenses and deferred charges 
Less claims having priority (contra)... .. 26,250.00 
$460,000.00 $174,500.00 
Book Expected to 
Values Rank 
Liabilities 
Claims having priority—deducted contra 
Estimated cost to complete work in process.................... : 00 


$26,250.00 
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Fully secured claims—deducted contra 
115,000.00 First mortgage bonds due February 15, 1940.................... 
3,750.00 Accrued interest on first mortgage bonds 
Partially secured claims 


8 


000.00 
000.00 
Less marketable ascurities (contra). 17,500.00 


Unsecured claims 
Capital 
Common stock 
Deficit 
Reserve for contingencies 


$1888 38 


Note: The above statement does not include the estimated costs of administration. 
Red 


THe BEVERLY COMPANY 


Estimated decrease in value of assets 

00 
00 


Capital 
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$174,500.00 


* Red 


Solution to Problem 5 


(a) June 1 
To record merchandise shipped on consignment (100 refrigerators) 


To record deposit of AB Company ($7,500.00) and cartage paid by that com- 
pany ($200.00) 


Installment accounts receivable—AB $6,000.00 


To record installment sales of 40 refrigerators 


$ 7,700.00 


$ 7,200.00 


4 
0.00 
( 
0.00 $ 1,000.00 
0.00 2,500.00 
Pa 
151,000 151,000.00 
20,000 20,000.00 
150,000 
*30, 
5,000 
$460,000 
, 
Deficiency Account 3 
January 31, 1940 
$135,000.00 
Estimated increase in value of assets 1. 
— 
$ 6,000.00 
June 1 
June 30 
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Installment accounts receivable—AB $ 1,200.00 
To record cash received from AB Company: 
Installment sales collections (40 $60= 
$2,400 less $1,200.00 cash retained)...................... $1,200.00 
Cash sales collections (20 $171.00= 
$3,420 less $600.00 commission retained).................. 2,820.00 
July 31 
July Collections 
August 31 
August collections 
September 30 
Installment accounts receivable—AB $ 200.00 
September collections 
October 31 
October collections 
November 30 
Installment accounts receivable—AB Company....................0eeeeceeeeeeeees $ 150.00 
November collections 
November 30 
Installment accounts receivable—AB Company...................00eeeeeeeeeeeeeeee $ 1,050.00 
To record repossessed goods: 
Total cost at point of consignment...................... 44% $ 660.00 
Accounts receivable (IOXE1SO) $1,500.00 


Note: The balance of accounts receivable, $1,050.00, includes unrecovered manufacturing cost of $420.00, 
the value placed on the repossessed merchandise. 4% of the balance represents unrecovered freight and cartage to 
the point of consignment and is therefore charged off as a loss on repossessed goods. The remainder, $588.00, is un- 
recovered gross profit and is charged to that account. 


November 30 
To charge freight and cost of reconditioning 10 boxes as a loss on repossessed 
merchandise. 


C 
D 
C 


(b) 


une 30 

A 

I 
] 


Installment accounts receivable—AB 
December collections 


December 31 


To record ob of 20 refrigerators 


AB Company 

To record adjustment of deposit account: 


Payment by AB Company for cartage..................--5 


Less: 20 unsold refrigerators at $180.00 


0.00 


To Adjust cash sales account to the net sales value. 


December 31 
Merchandise on consigment 
To close sales and cost of sales 


3 To adjust installment sales account to the net sales value. 


December 31 
To close sales “ey cost of sales 


To adjust deferred gross profit account: 
56% of unpaid balances (56% of eee 


Deferred gross profit charge on repossessed goods...................00005 
Deferred gross profit charge for collections (56% of 2,250.00) 


0.00, 


ge to Balance of deferred-gross-profit account... 
un- 


(b) (1) Consignments 
Freight out 

10.00 Cartage 
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December 31 
.00 
December 31 
2,700.00 
Balance $1,400.00 
December 31 
mmission $ 1,200.00 
360.00 
$ 2,640.00 
3,000.00 
December 31 
$ 1,200.00 
$ 2,640.00 
3°360.00 
December 31 
$3,360.00 
$ 588.00 
1,260.00 
$1,848.00 
— 
1,512.00 
$ 6,000.00 
400.00 
200.00 
>. 


524 The Accounting Review 


Less cost of goods sold: 


Goods in the hands of consignee (20 refrigerators). $ 1,320.00 
(2) Repossessed refrigerators 
Cost recovered on installments received by Polar Corporation (44% of $450.00)............. 198.00 
Unrecovered freight and cartage (4% of $1,050.00). ... 42.00 
Repossessed refrigerators at unrecovered manufacturing $ 420.00 
(3) Cash 
Cash receipts 
$15,390.00 
Cash Disbursements 
$ 1,900.00 
(4) AB Company 
(5) Profit realized 
Gross profit realized on installments collected (56% of $2,250.00)... 1,260.00 
(6) Deferred Gross Profits 
Less: Gross profit realized on collections (56% of $2,250.00).................. $1,260.00 
Gross-profit adjustment for repossessed goods....................--005: 588 .00 1,848.00 
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(7) Loss on Defaults 

Deferred gross profit included in uncollected balance (56%). .... 588 .00 
Unrecovered cost including freight and $ 462.00 
Loss on repossessed goods (unrecovered freight and eee $ 42.00 
COMMENTS given in one figure. This total cost was 


(1) The problem makes no mention of 
the value to be placed on the repossessed 
goods. Some will value these goods at a 
price to maintain the gross-profit rate, 
though this would seem to be an arbitrary 
valuation. In the above solution the goods 
are valued at the unrecovered manufactur- 
ing cost which is, at least, consistent with 
the theory of installment sales accounting. 

When goods are sold on the installment 
plan and when profit is recognized on col- 
lections the theory is that the total selling 
price is a composite of unrecovered cost 
and unrealized gross profit. When collec- 
tions are made each dollar is divided be- 
tween recovered cost and realized gross 
profit and the balance of the receivable is 
made up of unrecovered cost and unreal- 
ized gross profit. Therefore, when goods are 
repossessed it would seem logical to value 
them at the amount of the unrecovered 
cost, provided that this amount is not in 
excess of the estimated selling value less 
estimated cost of selling. 

(2) In this problem the cost of inward 
freight and cost of reconditioning was 


therefore charged as a loss on repossessed 
goods. This treatment should not be inter- 
preted as an objection to the inclusion of 
reconditioning costs in the inventory, as 
long as the total value of the inventory 
(unrecovered cost plus cost of recondition- 
ing) is not thereby raised to an amount in 
excess of the estimated selling value less 
cost of selling. It would appear to be im- 
proper to include inward freight cost. 


GENERAL COMMENTS 


This set of problems offers little of value 
or interest. Problem 1 is a good question. 
Problem 2 is totally lacking in merit and 
has no place in a C.P.A. examination. 
Problems 3 and 4 are very simple and with- 
out much point. Number 5 is a fair prob- 
lem. 

A suggested time schedule is given 
below: 


Problem 1 60 minutes 
Problem 2 30 minutes 
Problem 3 60 minutes 
Problem 4 45 minutes 
Problem 5 90 minutes 
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THEORIES & PRACTICE 


GOVERNMENTAL BUDGETARY ACCOUNTING: 
A COMMUNICATION 


To the Editor: 


In the September issue under the title, 
“Deficiencies in Federal Accounting,” you 
discussed, among other things, the ques- 
tion as to whether budget accounting 
should be a part of the general accounting 
system. You took the negative position on 
this question. 

The early development of governmental 
accounting seems to have been along lines 
generally similar to those of commercial 
accounting. It was in the Handbook of 
Municipal Accounting (Metz fund) 1914, 
that certain distinctions were more clearly 
recognized. Among these was an adequate 
accounting for budget operations, in such 
form as to indicate the position of the 
budget at all times. This meant an ac- 
counting for encumbrances, since such 
items must be allowed for in order to show 
current budget condition. 

The Metz book, however, influenced by 
what was then thought to be the necessity 
of keeping budgetary records distinct from 
those covering final transactions, proposed 
a “‘dual” system, the one dealing only with 
budget operations, and the other, on more 
or less of a commercial basis, dealing only 
with completed transactions. The same 
plan was advised by Oakey in his Prin- 
ciples of Governmental Accounting and 
Reporting in 1921 and is still in use ina 
few places. It means, for many transac- 
tions, two complete entries in the two 
respective sets of accounts. It means that 
different figures of the same item, as, for 
example, general fund current surplus, are 
shown by the two records, and a compli- 
cated and confusing type of reconciliation 
between the two required. 

The disadvantage of this procedure 
came gradually to be understood, as well 


as the possibility of bringing the two sets 
of records together. By 1930 the use of a 
consolidated system, in which the budget- 
ary transactions are an integral part of the 
general accounting system, was recognized 
and applied in many places. 

By its use accounting control is provided 
for budget records and the entries of actual 
revenue and expenditures in those records 
constitute the record of those items needed 
for the final accounting of the fiscal period. 
In this way the duplication incident to the 
former method is eliminated and the cur- 
rent usefulness of the accounts as a whole 
increased by making it possible to incor- 
porate budget items such as unrealized 
revenues, unliquidated encumbrances, and 
unencumbered appropriation balances, and 
unappropriated estimated surplus, into 
interim statements. The development of 
bookkeeping machines simplified the task 
of unification and of making adjustments 
between encumbrances and expenditures. 

The National Committee on Municipal 
Accounting in 1934 endorsed this method 
by its principle to the effect that “‘the gen- 
eral accounting system should include 
budgetary control accounts of revenues, 
expenditures, appropriations, and encum- 
brances.”’ 

Several methods of providing the needed 
information for adequate budget control 
may be considered: 

1. Complete general-ledger control, sup- 
ported by subsidiary ledgers in which 
revenue estimates and realizations, and 
appropriations, expenditures, and encum- 
brances are entered. This method is the 
most complete and comprehensive and is 
advisable in bodies of considerable size. 

2. General-ledger control of revenues 
and of appropriations and expenditures, 
and subsidiary-ledger record only of en- 
cumbrances. This plan is the same as 
number 1 as to revenues. It is the same as 
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to appropriations except that no general- 
ledger controls are maintained for encum- 
brances. Encumbrances are entered in de- 
tail in the subsidiary ledger only, and are 
checked periodically against a register or 
file. As far as individual appropriations are 
concerned this method gives the same in- 
formation in the same form as number 1. 
The plan is quite satisfactory, even for 
rather large units. Its disadvantage is the 
lack of continuous accounting control over 
encumbrances, making it necessary to 
check them frequently in detail. 

3. General-ledger control of revenues, 
appropriations, and expenditures, and reg- 
ister or file record only of encumbrances. 
This plan is the same as number 1 as to 
revenues. So far as appropriations and 
expenditures are concerned, it is the same 
as number 2. Encumbrances, however, are 
omitted from the subsidiary ledger, which 
then deals only with appropriations and 
expenditures. The balances shown by it, 
therefore, are unexpended balances, and 
do not allow for encumbrances. For the 
latter, a register, file, or separate subsidi- 
ary ledger is maintained, arranged by ap- 
propriations. At the end of each month, a 
statement is compiled in part from the 
appropriation ledger and in part from the 
encumbrance record or file, and the un- 
encumbered balances of individual ap- 
propriations as well as totals for funds are 
determined. 

The plan is reasonably satisfactory for 
smaller places, but is less reliable and con- 
venient than the other plans, since it does 
not show readily the unencumbered bal- 
ances of appropriations without computa- 
tion. 

4. No general-ledger control. Under this 
plan entries of budget estimates of revenue 
and of appropriations are omitted from 
the general ledger, and the subsidiary 
ledgers and records are depended upon 
entirely for all needed information. The 
subsidiary procedure may be in the form 


of any of the foregoing plans. The plan 
may be followed in very small places, but 
is deficient where any considerable num- 
ber of accounts or transactions is involved, 
since it does not provide ready means of 
check on the accuracy of the accounts and 
entries. 

The control of budgetary operations in 
the general accounting system does not 
necessarily mean the inclusion of complete 
budgetary accounts in the central account- 
ing records. In a government with such 
widespread activities as the United States 
government or the larger state govern- 
ments, complete accounting centralization 
is neither necessary nor desirable. Budg- 
etary accounting in particular must be 
maintained for the most part in the de- 
partmental records. In such instances, 
however, the provisions for accurate budg- 
etary information must be adequate, and 
there should be means for bringing that 
information together at periodic intervals 
into a consolidated financial statement. 

Budget control is necessary in govern- 
mental bodies because the financial opera- 
tion of such bodies is limited by appropri- 
ation and revenue laws and by regulations 
which may be issued by authorized officials 
and which therefore have the effect of law. 
Records showing the progress of budget 
operations are necessary to enable the ad- 
ministrator to comply with these restric- 
tions. Putting such records into the ac- 
counting system does not mean that the 
accounting department assumes manage- 
ment, but enables it to provide essential 
information to those responsible for man- 
agement. 

To maintain budget records separate 
from the general accounting system does 
not actually simplify the procedure except 
in the smaller governmental bodies where 
few transactions are involved and where 
control through other means is relatively 
easy. It increases the probability of inac- 
curacy through eliminating the budget 


ets 
f a 
the 
zed 
ded 
ual 
iod. 
the 
‘ur- 
ole 
zed 
and 
and 
nto 
of 
ask 
ants 
res. 
ipal 
yen- 
ude 
ues, 
um- 
ded 
trol 
hich 
and 
um. 
the 
d is 
e. 
1ues 
en- 
as 
e as 


528 The Accounting Review 


data from accounting control. It means a 
peak load of work at month ends in com- 
puting the amount of encumbrances. It 
frequently means maintenance of dupli- 
cate files of outstanding orders in both the 
purchasing and accounting departments. 

It is obviously desirable to bring com- 
mercial and governmental accounts into as 
close harmony as possible. This is espe- 
cially desirable in matters of terminology. 
Much progress has been made in recent 
years toward better codrdination. In cer- 
tain types of governmental operations, 
such as utilities or other business activities, 
there should be no material difference in 
methods or principles as compared with 
privately owned enterprises of the same 
kind. 

However, there are distinctions between 
the two fields, and if these differences are 
not observed there will be disastrous re- 
sults. Failure to distinguish among funds 
for example has led governmental bodies 
to apply their total cash without regard to 
its distribution among funds, so that some 
funds have benefited improperly at the 
expense of others or that permanent or 
non-expendable funds have been im- 
properly expended for current purposes. 
Failure to distinguish between surplus 
represented only by fixed property and 
that represented by current or expendable 
assets, has led governments to assume they 
were in a satisfactory financial condition 
when quite the reverse was the case. 

To seek greater simplification of ac- 
counting procedure for governmental 
bodies is of course commendable. Let us 
not, in so doing, move backward into 
methods which have already clearly shown 
their impracticability or their inadequacy. 

Lioyp Morey 


In the brief statement 
NEED FOR presented in these col- 
BUDGETARY umns in the September 
ACCOUNTS issue there was no denial 


of the desirability of maintaining budg- 
etary controls over governmental expendi- 
tures. The question raised was whether 
budget and encumbrance figures should be 
expressed on the books. If the need exists, 
bookkeeping techniques are available; the 
methods commonly used have been refined 
during the last ten or fifteen years to the 
point where the cost of obtaining the re- 
sults have been reduced to a minimum. 
Burroughs, National, Remington and 
other bookkeeping machines devised for 
governmental accounting are remarkably 
efficient and flexible, and the service staffs 
maintained by the machine manufacturers 
have succeeded in adapting their products 
to a wide variety of situations. 

To say that the governmental-account- 
ing process has evolved from a simple con- 
cept to something more complex is not to 
prove that the more complex is to be pre- 
ferred. Accounting itself for a time seemed 
to be embracing the whole field of valua- 
tion; but it has receded, at least in the 
minds of a great many accountants, to the 
simpler notions of cost and cost recovery. 
It may be that governmental accounting 
ought to return to less recondite methods 
of bookkeeping, particularly if more ade- 
quate controls are available for the accom- 
plishment of the ends sought by modern, 
complex methods of recording budgetary 
information. Nor does it seem desirable 
to make organizational size the deter- 
minant for simple or involved procedures. 
If good results flow from the institution of 
a given control device, the value of that 
device should not be denied the small 
governmental unit simply because it is 
small; rather, the accountant should seek 
to make its advantages available to units 
of all sizes just as he seeks to put on the 
accrual basis all enterprises with which he 
comes in contact. 

Aside from these points, which do not 
seem at all material, and the hint that 
“disastrous results’ may follow, Mr. 
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Morey cites four reasons opposing the 
abolition of budgetary figures as an inte- 
gral part of governmental accounting 
records: (1) no actual simplification is 
affected except in smaller units; (2) the 
probability of inaccuracy is increased; (3) 
a peak load is created at the end of each 
month in computing encumbrances; and 
(4) files of outstanding orders may be 
necessary in the accounting as well as the 
purchasing department. These four items 
are all concerned with apparent bookkeep- 
ing difficulties. 

None of these objections apply, how- 
ever, in the case of a large governmental 
unit with which the writer has been asso- 
ciated for the last two years. First, the 
simplification as compared with other 
methods has been obvious: posting speed 
of individual transactions is urebled, the 
number of postings is nearly halved, ledger 
sheets are fewer, smaller, and easier to 
handle, bookkeeping machines are cheaper, 
personnel training is simplified, the review 
of accounts by others is less arduously 
made,' and bookkeeping controls are more 
readily maintained. The preparation of 
budgetary and encumbrance data at the 
close of each month is no more detailed 
than the proving of any control account 
by means of a subsidiary trial balance. 
Second, with fewer complications, ac- 
curacy is actually increased. Budgetary 
items, subject to infrequent change, offer 
no difficulty. Encumbrances may be 
readily abstracted from the accounting de- 
partment’s record of unfilled contracts and 
purchase orders; a list of them, subdivided 
by accounts and carefully reviewed, is the 
work of a few hours. Third, no peak load at 


1 In the governmental unit referred to here, a carbon 
copy of each account is sent at the end of each month 
to the responsible operating department for review. This 
teview affords a crosscheck on posting accuracy, serves 
to put departmental heads on notice as to the detail of 
their expenditures, and is an important link in the de- 
velopment and maintenance of an “account conscious- 
ia essential to every method of budgetary con- 


the close of the month arises; in fact, the 
peak load is substantially reduced because 
of the simplicity of the accounts and the 
division of labor. Fourth, files of outstand- 
ing orders may be maintained in either 
the purchasing or accounting department, 
or in both; and the position of the file and 
its operation as a support for accounting 
data remains unchanged. 

Under the simplified method indicated, 
monthly reports showing budgetary posi- 
tion are quickly prepared. Summary or 
detailed budget statements are the prod- 
ucts of the bookkeeping records, budget 
summaries, and encumbrance totals; and 
since the three types of data are usually 
displayed in such statements, no “gather- 
ing” worksheets are required.? Further, 
three groups of persons may be working on 
the reports at the same time. 

But stronger than the argument for 
simpler records is an administrative prin- 
ciple involved: the fact that a budget is 
primarily an instrument of financial con- 
trol rather than an essential part of the 
accounting record: first, an expenditure- 
limiting device imposed by a policy-mak- 
ing body such as Congress; and second, a 
purely internal mechanism designed by 
management to define and control the ac- 
tivities of one person or related group of 
persons. From the administrative point of 
view, whether the limitation is established 
within the spending organization or with- 
out, the effect is the same. Under most 
governmental organization patterns, one 
person in each organizational unit is 
charged with the responsibility of passing 
on all expenditures for that unit; even 
with a large number of activities under his 
jurisdiction, he has no trouble in main- 

2 By a functional account classification and trial 
balances with interposed subtotals, (1) 
monthly gathering sheets for summary statements of 
operations are entirely avoided, and (2) the trial bal- 
ances, taken by machine on duplicator sheets, serve as 


schedules supporting the summary statements. This 
type ani report preparation is materially aided by simple 
reco! 
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taining his familiarity with the budgetary 
position of each activity without the sup- 
plemental help of elaborate ledger sheets. 
Besides, where the more cumbersome proc- 
esses have been established, it is not cus- 
tomary to give the ledger sheets to the 
administrative groups at the close of each 
month. If a budgetary allowance is in 
danger of being exceeded, the bookkeeping 
and administrative departments are in 
close touch with each other and numerous 
means are available for interdepartmental 
advice and counsel. 

Budgetary control begins with the per- 
sons charged with a spending program, 
not with the accounting records. It is as- 
sumed that no one denies this, but that 
the difference lies in the mechanics of 
passing on authoritative information at 
any moment of time. The emphasis here is 
that the necessary protective devices ought 
to be in the possession and control of ac- 
tivity administrators, and not the book- 
keepers whose usefulness and importance 
arise from a wholly different genera of 
responsibilities. Where careless adminis- 
trative methods are in effect, the most 
elaborate bookkeeping records will not 
prevent commitments beyond permissive 
amounts. Controls need to be concen- 
trated at the point at which commitments 
can originate. 

Although the subject-matter of placing 
budgetary controls deserves a more ex- 
tended treatment than space permits, a 
few points that enter into every budgetary 
picture may be mentioned here as being 
directly associated with the accounting 
problem: 

(1) Every budget figure intended as a 
working control can be related to a single 
organizational unit, by administrative ap- 
portionment, if necessary, prior to the be- 
ginning of each fiscal year. Organizational 


responsibility cannot be fixed if control 
carries down only as far as an activity to 
which more than organization contributes, 

(2) For every budget figure, appor- 
tioned or otherwise, there should be a cor- 
responding account or group of accounts 
to which actual expenditures are charged. 

(3) Budget responsibility can be made 
to fall directly on departmental and other 
operating heads, with details clearing 
through some one member of the organiza- 
tion known as a budget officer. The budg- 
etary duties of this person may require all 
or only a part of his time, according to the 
size and complexities of his organizational 
unit. He must understand the reasons be- 
hind all the limiting figures applicable to 
his organization, participate in discussions 
regarding them, pass on all extraroutine 
expenditures while they are still in the 
“contemplated” stage, and watch the 
items that are likely to cause trouble. 

(4) Most governmental activities con- 
form to the pattern cut out for them in 
the original budget, and if all activities 
could be thus conformed, administrative 
controls would be simple indeed. But it is 
inevitable that minor and major emer- 
gencies will occur which cannot be fore- 
seen; and the administrative procedure 
applicable to them must in any scheme of 
operation be carefully outlined so that 
when an emergency expenditure is im- 
minent (a) no departmental prerogatives 
have to be surrendered, and (b) switching 
of accounts to be charged does not take 
the place of a reallotment of funds. 

These points by no means exhaust the 
approach to the administrative problem. 
But they may serve to suggest that ad- 
ministrative methods can be devised to 
serve more effectively than controls added 
on to records having their primary useful- 
ness as chronicles of expenditures. 

E. L. KOHLER 


Begin 
Th 
$4. 
Th 
and 
Unive 
is aln 
theor 
“why 
that 
mizes 
Profe 
as we 
sheet 
by 
Th 
: page: 
54 and | 
book 
: two 
singl 
prop 
one | 
tions 
tract 
add 
add 
is 
= crea: 
in tl 
3 decr 
bala 
of te 
text 
crea 
: excl 
con: 
: pay 
the 
the 
abl 
to 
(p. 


BOOK REVIEWS 


Beginning Accounting. Dana F. Cole. (New York: 
Thomas Y. Crowell Company, 1940. Pp. x, 770. 
$4.00.) 


This text is a printed edition of material developed 
and used by Professor Cole in accounting classes at the 
University of Nebraska. The emphasis of this new book 
js almost completely upon the practice rather than the 
theory of accounting, upon the “how” rather than the 
“why” of accounting. In his preface the author states 
that the balance sheet approach to accounting mini- 
mizes the importance of proper analysis of transactions. 
Professor Cole claims to avoid this stated disadvantage 
as well as those which attach generally to the balance 
sheet and the journal entry approaches to accounting 
by “the extensive use of scale pans.” 

These scale pans are generously used in the first 107 
pages of the book. One sample of the utilization of scale 
pans may be illustrated by quotation from page 82: 

“A more convenient method to show the increases 
and decreases [of assets and liabilities] . . . is what the 
bookkeeping procedure should provide. Instead of using 
two different colored weights and adding them to a 
single scale pan, each asset, each liability, and each 
proprietorship item should be given two scale pans— 
one of the scale pans to be used for showing the addi- 
tions or increases and the other for showing the sub- 
tractions or decreases. Use only one-color weights, but 
add weights to the increase pan to show increases and 
add weights to the decrease pan to show decreases. To 
keep the books, all that the bookkeeper needs to know 
is which scale pan is for increases and which is for de- 
creases. The difference between the total of the weights 
in the increase scale pan and the total of those in the 
decrease pan will represent the amount on hand, or the 
balance, at any given time.” 

The need for a greater degree of precision in the use 
of terms and phrases is evidenced in many places of the 
text. The author, for example, says that: 

“Profit can be made: (1) by assets automatically in- 
creasing through business transactions involving an 
exchange of values; (2) by liabilities automatically de- 
creasing.” (p. 43). 

“Nonoperating expenses are those not related to or 
connected with the major operations.” (p. 221). 

“Surplus represents a liability of the corporation 
payable to its stockholders.” (p. 545). 

“Adjustments [i.e. adjusting entries] may be needed 
because the accounts are built up from entries of re- 
ceipts and expenditures. . .. When they [taxes] are paid 
they are expenditures.” (p. 320). 

“Common practice is not to include dividends among 
the liabilities until they have been declared.” (p. 544). 

“Tf the preferred stock contract is silent, it is prob- 
ably fully participating.” (p. 545). 

“Some accountants add the temporary investments 
to the cash and extend their sum in one figure in the 
... balance sheet and call it ‘Cash and cash items’.” 
(p. 654). 

“Depreciation is a measure of physical deterioration, 


while depletion is a measure of reduction of quantity.” 
(p. 713). 

“When it is possible to measure obsolescence and in- 
adequacy in advance, definite charges should be set up 
in the books.” (p. 714). 

The first 11 chapters of the book, 228 pages, embrace 
a general presentation of bookkeeping procedures. In 
this presentation the device of scale pans, as before 
stated, is generously employed. With respect to some of 
the mechanical aspects of bookkeeping procedures, the 
author uses the Trading Account for the recording of 
the elements of gross profit. Transfers of the balances of 
nominal accounts to Profit and Loss are indicated as. 
“red ink optional.” 

Chapters 12, 13, 14, and 15, cover ground rapidly. 
They embrace special journals, controlling accounts, the 
boucher system, and net worth accounts; nine pages of 
Chapter 15 are devoted to net worth accounts of corpo- 
rations. 

Chapters 16 and 17 cover adjusting entires. Chapter 
18, which introduces the working sheet, is followed by 
five chapters covering financial statements: problems of 
form, analysis, classification, interpretation, valuation, 
ratios, and comparative statements. 

Consideration of notes receivable, notes receivable 
discounted, and drafts, is deferred to Chapter 31 where 
four and one-half pages are devoted to the accounting 
for notes receivable. 

Chapter 24 is titled “Statement of Fund Changes.” 
It is questionable whether most instructors would favor 
so early a presentation of the statement of funds. This 
is especially likely to be the case in this text since Pro- 
fessor Cole follows his chapter on the statement of 
funds with Chapter 25, on valuation accounts; and 
Chapters 26 and 27, on “Corporations—Introductory 
Considerations” and ‘“Corporations—Special Account- 
ing Features.” 

In this latter chapter, discussing uncollected sub- 
scriptions on capital stock, the author states that: 

“The manner in which uncollected subscriptions are 
shown in the balance sheet usually depends upon the 
circumstances. ... There appears to be no standard 
practice followed by accountants in this respect. 

“Students are usually in a quandary as to which 
method to follow when working problems. Since there is 
no standard method in use, students must follow the 
plan that seems to best fit the situation. One instruction 
can be given: Remember, bookkeeping is making a record 
of the exact happenings. You should record just what 
takes place. If you wish, you may journalize each step 
actually taken, but do not record steps not actually 
taken just to follow some system.” (p. 568). 

The discussion of corporations is followed by two 
chapters on partnerships, this accounting including the 
liquidation of partnerships by installments. 

The last six chapters of the book deal with problems 
of valuation, including valuation of installment sales, 
and consignments. These several chapters represent a 
proper and current recognition of the important problem 
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of valuation; question may be raised, however, as to the 
propriety of including in an elementary text, the valua- 
tion of installment sales (p. 746) and consignments (pp. 
756-763). On page 679 of Chapter 33 the author says 
that “the best way to keep a record of bonds [owned] is 
at face or par.” Discounts and premiums on bond in- 
vestments are kept in separate accounts. 

The book concludes with an appendix of 64 pages in 
which are illustrated many forms of business papers. 

ARNOLD W. JOHNSON 
University of Oklahoma 


Accounting—Principles and Practice. Henry Rand Hat- 
field, Thomas Henry Sanders, and Norman Lee 
Burton. (Boston: Ginn and Co., 1940. Pp. vi, 599. 
$3.75.) 


The present volume is launched under most favorable 
auspices. It was written by representatives in the Uni- 
versity of California, Harvard University, and the Uni- 
versity of Buffalo. It was to be expected that Professors 
Hatfield and Sanders having tried their hand in the 
formulation of accounting principles contained in the 
“Statement of Accounting Principles,’ would sooner or 
later attempt to incorporate the material in a formal 
text. It was a happy thought, and it once more gives 
proof of the accounting profession that the latter is not, 
as is commonly believed, wedded to a static science but 
that it is capable of adjusting itself to the constantly 
changing pattern of our economic life. To be sure, the 
volume under consideration is merely an elementary 
text and consequently a considerable portion of it must, 
of necessity, be devoted to an explanation of bookkeep- 
ing and bookkeeping techniques. But, even in this por- 
tion of the work, the authors have placed their reasoning 
on a high plane and have approached the subject from 
the point of view of what the accountant is trying to do 
rather than merely detailing the rules. 

Devised primarily for college use, the book attempts 
to satisfy a two-fold need: (1) the need for providing 
extensive training for those students who take only one 
year in accounting and would use their knowledge, 
therefore, only as a sort of accessory in whatever work 
they may be called upon to do; (2) the need of providing 
a basic training for those who may be expected to pur- 
sue the subject further in a professional capacity. These 
needs have been adequately met by the book. The 
ground covered is rather more extensive than is ordi- 
narily found in a first-year text. This is particularly the 
case of the chapters dealing with capital and revenue 
charges, valuations of assets, and consolidated state- 
ments. 

The subject-matter is certainly not exhaustively 
covered, but it does give a well-rounded concept of the 
field of accounting, and serves as a spring-board for 
filling in the gaps in case the student decides to pursue 
further the study of accounting. 

The approach to the subject is the now well-known 
balance sheet and profit and loss statement approach 
which has been found so thoroughly satisfactory that 
there is little likelihood of its being changed in the near 
future. Illustrations (and this is a feature of the book all 
the way through) are taken from actual cases. This 


gives the student a sense of familiarity—of belonging in 
the actual world of balance sheets and profit and loss 
statements, in place of the hypothetical statements 
ordinarily used for explanation. If this reviewer may be 
permitted to step out of his normal role for a moment, 
he would like to comment on the proprietorship state- 
ment as it is shown on page 21. Our hypothetical pro- 
prietor starts with an initial capital of $100, and in the 
course of ten years, beings it up to $50,000. During all 
this time, his total income from wages amounts to $600, 
while a legacy, profits from bonds, from bank stocks, 
from real estate, and from a mine, account for the bulk 
of the increase. Perhaps there is a moral to this. Perhaps 
the authors slyly intended to convey the idea that it 
doesn’t pay to be a wage slave! 

The authors frankly refuse to assign any logical 
meaning to the terms debit and credit, preferring to 
have the student memorize the initial rules in terms of 
increases and decreases of assets, liabilities, and pro- 
prietorship. Now, it is perfectly true that the terms 
debit and credit have lost their original meaning; never- 
theless, since a balance sheet is used, it is possible to 
ask the student to assume that the items on the asset 
side are debits, and the items on the liability side are 
credits. With this initial assumption only, it is possible 
to work out the logical sequence for the rules for debits 
and credits. By tracing the balance sheet items pertain- 
ing to the ledger accounts, it is possible to show why, 
granted our original assumption, debits and credits be- 
have as they do. 

Chapter 7 in the volume gives a rather brief illustra- 
tion of a two-column journal and even then does not 
show any explanation for the entries. This should cer- 
tainly be corrected. This reviewer was gratified to see 
that the authors have clearly indicated the fact that ob- 
taining trial balances furnishes no more than a sort of 
psychical satisfaction; it should, however, be pointed out 
that the trial balance is the starting point for the closing 
process in the ledger. In discussing adjusting entries, the 
authors have not made it quite clear exactly what entry 
should be made in connection with merchandise inven- 
tories. However, the discussion, in general, of adjusting 
entries is adequate. Page 145 shows an interest account 
with four adjustments and revising entires combined in 
one account; while this is an interesting mental exercise 
for the student, such an account in practice is hardly to 
be recommended. It is much better to set up separate 
interest accounts for each type of interest. To adjust 
each separately is better than to wind up with an ac- 
count as shown. 

We have heard a great deal about reserves, their 
classifications and nature. Some authors have taken the 
position that contingency reserves are surplus reserves, 
though the argument has never seemed to me very con- 
vincing. The fact is clearly pointed out in the volume 
under review, that these reserves are of an ambiguous 
nature (p. 285). It may be that the reserve is, in fact, a 
surplus reserve and it may be that it represents some- 
thing very much like a contingent liability. It is unwise, 
therefore, to try to strait-jacket this type of reserve into 
a preconceived pattern. It is much better to acknowl- 
edge frankly its doubtful nature and to deal with it as 
circumstances in individual cases warrant. 
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The chapter on analysis of the income statement is a 
rather elementary treatment of the subject, and al- 
though a section in the chapter is headed “Analysis of 
Variation in Profit,” it does not go very deeply into this 
type of analysis. Chapter 25, the last chapter in the 
book, deals with published reports of corporations and 
furnishes comments on the value and defects of such 
published statements. A list of questions accompanies 
each chapter, and the back of the book contains labora- 
tory problems and two practice sets. This reviewer had 
hoped that a satisfactory amount of case material 
might have been incorporated with these problems, but 
such is not the case. The authors, have, however, set a 
high standard for others to follow. 

THEODORE LANG 

New York University 

School of Commerce, Finance and Accounts 


The Federal Income Tax. Roy G. and Gladys C. Blakey. 
(New York: Longmans, Green and Co., 1940. Pp. 
xxiv, 621. $7.50.) 


“This study indicates how economic, political, legal, 
and administrative considerations have worked to create 
the income tax that we now have and it also indicates 
how they are working to change it in the future.” (p. 
VII.) This is an opportune moment in the history of 
Federal income taxation for the appearance of such a 
study: a wide and significant literature has been built 
up around the subject, sufficient experience has accumu- 
lated in the administration of the law to make such a 
volume feasible, and revolution in Federal income tax 
law has taken place during the last decade. It is only 
against the wide background of history and the social 
movements underlying the law that this revolution may 
be judged and the literature interpreted. Professor and 
Mrs. Blakey are eminently equipped for the task of 
drawing this background, through their long study of 
the law (they have discussed, in various journals, every 
Federal income tax statute since the sixteenth amend- 
ment), their experience in the Treasury Department, 
and close association with various persons who have 
been at the center of the income-tax movement. A 
wealth of material has been made available in the hear- 
ings before the Committee on Ways and Means in 1938 
and 1939; the authors have drawn heavily on this ma- 
terial and added to it a careful selection of charts, 
graphs, and reports, gleaned from other sources. Much 
material is compressed into this volume which could 
otherwise be secured only through patient research in a 
variety of sources. 

“Laymen and even many specialists, including prac- 
titioners who know the terms of the current statutes and 
decisions, frequently exhibit only a superficial knowl- 
edge of the tax and of the law. It is only through an 
understanding of the changes and of the forces that 
bring them about that they or other students can have 
a real grasp of the income tax. The purpose of this 
volume is to fill the gap thus indicated, to meet a need 
not met by any other work published since the adoption 
of the Sixteenth Amendment.” (p. VII.) This criticism 
is peculiarly pointed at students of accounting, who get 
as far as the Prentice-Hall Federal Tax Course, or Mont- 


gomery’s Federal Income Tax Handbcok, spice these 
works with a few assigned problems from old C.P.A. 
examinations and stop. Teachers of income-tax ac- 
counting would do well to make this book required 
reading for their students, particularly Chapters I (The 
Beginnings of the Revolution in National Taxation); II 
(The Corporation Excise Tax of 1909 and the Sixteenth 
Amendment); XXI (Evolution of the Definition of Tax- 
able Income); XXII (Rates and Exemptions); XXIII 
(Administration); and XXIV (Conclusion). In these 
chapters the authors have injected a large amount of 
interpretation which lends point and emphasis to aid 
the more casual reader. The numerous tables and 
graphs in Chapters XXI, XXII, and XXIII should be 
supplemented by a review of the material included in 
the appendix. If at all possible, this should be followed 
with collateral readings of such works as Simons’ Per- 
sonal Income Taxation and the excellent reports of 
Haig’s Committee on Federal Taxation of Corporations 
printed in the Proceedings of the National Tax Associa- 
tion in 1938 and 1939. Such readings would lend depth 
to the student’s point of view, and add a background 
in problems of tax policy as well as administration; it 
would go far toward exorcising the student who is in- 
terested solely in passing a C.P.A. examination or in 
learning devious channels by which the law can be “got 
around.” 

The scholar will find Chapters II to XX an invalu- 
able supplement to such books as Seidman’s Legisla- 
tive History of Federal Income Tax Laws. Each of these 
chapters contains an elaborate discussion of the various 
revenue acts, beginning with the Corporation Excise 
Tax of 1909 and continuing through the Revenue Acts 
of 1939. The authors are to be complimented on their 
wisdom in including a discussion of Taxes for Social 
Security in Chapter XVI, particularly in view of the 
growing agitation to finance these measures through the 
income tax. Each of these chapters contains a resume of 
the important debates, articles, and reports which in- 
fluenced the legislation, a summary of committee hear- 
ings and conference reports, as well as a summary of the 
important measures and changes in each act. There is a 
rich array of tables and charts, and the bibliography, 
though not exhaustive, has been carefully chosen. A 
nineteen-page index is an aid in finding one’s way 
through the book. 

Detailed discussion is devoted to each of the issues 
around which controversies have centered: the estab- 
lishment of the income-tax principle; rates (surtaxes and 
exemptions); capital gains and losses; the estates tax; 
the undistributed-profits and capital-stock taxes; and 
publicity of returns. It is unfortunate, from the point 
of view of the casual student, that most of the discussion 
is scattered through the book. These issues are con- 
stantly recurring and naturally of most interest to those 
who try to follow developments in the field as best they 
can. The inclusion of a large amount of interpretation, 
of a definite point of view, would be of considerable 
benefit to such persons. 

“Few things are more revelatory of a democratic 
polity than the history of fiscal measures, especially a 
proposal for new or increased taxes. Such a measure 
galvanizes into life all the groups, interests, classes and 
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sections, and in the person of their proponents they 
parade before the observant eye, revealing much more 
than they say in words. The purposes for which new 
moneys are sought, whether deduced from the bill or 
urged by its supporters, tell their story of the strength 
of selfish interest or of broadening social purposes.” 
(p. 5.) This is true of the income tax, as it is of no other 
fiscal measure. Its history is the story of the struggle 
between the rising democratic movement of the middle 
west and the conservative moneyed east. The very 
names of the antagonists is the roll call of leaders in 
these two main currents in American life: Norris, La 
Follette, and La Guardia; Aldrich, Mellon, and Taft. 
Through much of it runs the firm hand of Cordell 
Hull,! conciliator and expert, appealed to by both sides. 
It is the story of how various popular movements have 
been able in crises and depressions to wring concessions 
from moneyed interests: the first proposal for an in- 
come tax was made in the War of 1812; the first act was 
passed in the Civil War; the Corporation Excise Tax of 
1909 as well as the Sixteenth Amendment, had their 
roots in the depression of the 90’s and the “unconstitu- 
tional” act of 1894; the World War pushed the tax to 
undreamed heights; the combination of Andrew Mellon 
and the prosperous ’20’s brought rate reductions and 
exemptions; and the depression and President Roose- 
velt pushed them back to their war-time level. However, 
the authors do not attempt to recite all the implications 
which their history so amply portrays. 

The chart on page 512 is inaccurate. A better table 
than that provided in Exhibit 15, “The Extent of State 
Taxation of Net Income,” is to be found in the “Report 
of the Committee on Taxation of Capital Gains and 
Losses” in the Proceedings of the National Tax Associa- 
tion, 1938. The same Committee’s adaptation of the 
Treasury’s historical summary of tax treatment of 
capital gains and losses is also superior to the original 
document appearing in Exhibit 7. 

WILL1AM 

Columbia University 


An Introduction to Monetary Theory. Lester V. Chandler. 
(New York: Harper and Brothers, 1940. Pp. xi, 216. 
$1.50.) 


This little book, according to the author (associate 
professor of economics, Amherst College), was written 
for undergraduate students of money and banking in 
an effort to provide them with a treatment which 
stresses the relations between money and economic ac- 
tivity and welfare—relations which he believes should 
be the very heart of a money and banking course. He 
expects the work to find its greatest use toward the end 
of the student’s first course in money and banking or 
in a second course in this field. He hopes that it will 
also prove useful to students of business cycles who do 
not have the necessary background in monetary theory 
and to graduate students who will use it to review the 
basic principles of monetary theory and to secure a 


1 Cordell Hull was to have been a co-author of this 
volume, but the duties of his present office made such 
an undertaking impossible. 


foundation and perspective for the study of more ad- 
vanced and controversial materials. He states, further, 
that the work attempts to present the essential prin- 
ciples of the leading types of modern monetary theory 
and to indicate briefly how and to what extent these 
theories can be reconciled and integrated; that no at- 
tempt is made to review the theories advanced by par- 
ticular economists (instead individual theories are classi- 
fied into general types and then the most valid form of 
each general type of theory is presented); and that the 
book does not pretend to be more than an introduction 
to monetary theory. 

In general, the work seems to conform to the au- 
thor’s description of its nature. More specifically, its 
eight chapters deal with “Money and the Economic 
Process” (I), “The Transactions Type of Quantity 
Theory” “The Cash-Balance Type of Quantity 
Theory” (IV), “Commodity Theories of Money” (V), 
“The Income and Expenditure Approach” (VI-VII), 
and “Objectives of Monetary Policy” (VIII). Then 
come “Selected Supplementary Readings” and an index. 

The equation of exchange used by the author in his 
analysis of the transactions type of quantity theory 
employs the magnitudes MV=PT rather than the 
more common MV+M’V’=PT. He thus defines 
money so as to include deposits subject to check. His 
discussions of velocity of money, therefore, imply that 
there is a velocity applicable to money and deposits 
taken together, although the only velocity data given 
are those relating to demand deposits in 101 reporting 
centers. His use of “money in circulation’ also differs 
from our available statistical data on “money in circu- 
lation” as these appear in the Federal Reserve Bulletin. 
He does not deal with the question of why he should 
make M (money) include M’ (deposits subject to 
check), or with the nature of our data or lack of them 
with respect to velocities of M and M’, or with the 
question of whether the velocity of M’ is also the 
velocity of M. Similarly, the author does not explain 
whether or how the “circuit velocity” of money can be 
measured. 

Just why a work, even though, like this one, it be 
chiefly of a logical and deductive type, should remove 
itself so far from realities such as these is not clear. It 
would seem that the students, for whom the book was 
designed, must in several respects, find themselves con- 
fused and involved in concepts and analyses lacking in 
practical value. 

The author contends (p. 23) that “It is to be em- 
phasized that the modern versions of the quantity 
theory do not state that the general level of prices de- 
pends solely upon the quantity of money, or that 
changes in prices must originate with changes in the 
quantity of money, or that a change in the quantity of 
money always and necessarily produces a proportional 
change in prices. Those who criticize the quantity 
theory on the ground that it does state these things are 
merely fencing with ghosts.” 

When one recalls the particular brand of theory so 
vigorously pressed upon the public since 1932 by 4 
large number of Congressmen and by Professors Warren 
and Fisher, among others, despite the latter’s recogni- 
tion of the possible offsetting effects of T, V, and V’ in 
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their more solid writings (which they have seemed to 
ignore in their campaigns for programs of price-level 
control), one may wonder just who Professor Chandler 
thinks the quantity theorists are. And if these people 
who stress the direct relationship between the quantity 
of money and the price level and national income are not 
quantity theorists, just what is one to call them? It 
would seem that the term “quantity theory” is justi- 
fiable only if the element of quantity is the one stressed. 
Professor Chandler chooses to insist that the quantity 
theorists recognize the importance of all the magnitudes 
of the well-known equation of exchange. This equation, 
when measured against facts, can be used to d 


Fisher, Warren, and their followers are not competent— 
they are, nevertheless, quantity theorists who stress 
the quantity factor. Consequently, it is not so much 
certain others but rather Professor Chandler himself 
who, on this score, is out of touch with realities and is 
“fencing with ghosts.” 

Only three other striking features of this book will 
be mentioned: (1) To contend (p. 44) that a clearing 
system is a barter system strikes me as a strange bit of 
reasoning. (2) The author does not recognize the reserve 
function of money as separate from those of standard 
of value, medium of exchange, standard for deferred 


strate that at certain times the quantity of money and 
deposits in circulation (using these terms in accordance 
with their official meaning) is much less important than 
V’. At such times, the equation could properly be cailed 
the velocity theory! Consequently, the equation in it- 
self does not indicate what factor is stressed as the chief 
causal one; and Professor Chandler can no more call 
the equation of exchange an expression of the quantity 
theory of money than I can call it the velocity theory! 

Therefore, when Professor Chandler insists (p. 48) 
that “No competent quantity theorist contends, how- 
ever, that variations in the money supply have exactly 
proportional or even roughly proportional effects on the 
price level in the short run,”’ he is not disposing of that 
great group of managed currency advocates who stress 
the controlling effect of the quantity of money on prices, 
prosperity, and national income, who in recent years 
have had a good try in the United States at making 
their theories effective, and who, if the words “quantity 
theory” have any meaning whatever, are certainly 
quantity theorists. 

Furthermore, let us note how inaccurate Professor 
Chandler’s statement is. If we look at Professor Fisher’s 
writings—and he is generally regarded as the leading 
quantity theorist in this country—his main theses and 
programs stress the importance of the quantity of 
money and deposits. His commodity dollar program 
rested squarely on the contention that the quantity 
factor is the important one. For example, in his Stabiliz- 
ing the Dollar (The Macmillan Co., New York, 1920), 
page 29, Fisher says: “The ups and downs of prices 
roughly correspond with ups and downs of the money 
supply. Throughout all history this has been so.’”’ On 
page 52 he said: “But in almost all great and prolonged 
price movements the chief factor is the quantity of 
money.” On page xxvii, he says “ . . . if we should adopt 
the Mexican dollar [then equal to fifty cents] instead of 
ours, our price level would be doubled.” On pages xxxii 
and 29 the side-heading reads ‘Price Movements Vary 
with the Money Supply,” and Fisher goes on to say (p. 
xxxii) “The price level fluctuates largely with the fluctu- 
ation in the quantity of money.” On page 29 he says 
“In the United States the curve for the quantity of 
money in circulation, and the curve for the index num- 
ber of prices run roughly parallel, the price-curve seem- 
ing to follow the money curve after a lag of one to three 
months.” Fisher has advanced these contentions hun- 
dreds of times in hundreds of places. Many people have 
followed him and repeated this theory. Warren carried 
the notion to extreme lengths. It is useless to say that 


payments, and store of value. (3) In the chapter on 
“Objectives of Monetary Policy” the author has nothing 
whatever to say about the important statement of the 
Board of Governors of the Federal Reserve System on 
“Proposals to Maintain Prices at Fixed Levels Through 
Monetary Action,” issued in March, 1939, and shortly 
thereafter publicly endorsed by sixty-sixmonetary econo- 
mists among whom are found most of the best known 
and reputable monetary economists in this country. 

While the author writes in a pleasing and objective 
manner, he lays much stress upon the income and ex- 
penditure approach to monetary theory, upon the im- 
portance of the relationship between savings and invest- 
ment and interest rates, and upon the Keynesian 
theories. The last chapter, that on “Objectives of 
Monetary Policy,” comes to an end on such broad 
grounds that it seems highly inconclusive. For this 
reason, among others, I find myself unable to assert or 
to deny that the book should occupy an important 
niche in the field for which it was designed. 

Wa ter E. SPAHR 
New York University 
School of Commerce, Accounts, and Finance 


Mathematics of Accounting and Finance. C. H. Langer 
and T. B. Gill. (Chicago: Walton Publishing Com- 
pany, 1940. 2 volumes, pp. xxxvi, 971, Tables pp. 64, 
Problems pp. 283.) 


The above two volumes represent the most recent 
addition to the steadily growing literature on the general 
subject of mathematics of accounting and finance. It is a 
fairly encyclopedic treatment of the subject but includes 
a good many things other than the strict mathematics of 
finance. It is in effect a combination of elementary and 
intermediate algebra, various forms of business arith- 
metic, besides being a treatment of finance mathematics 
proper. The first four chapters of Volume 1 cover the 
basic principles of algebra, treated in considerable detail 
and covering 276 pages. With this as a background the 
authors take up such topics as percentage, simple inter- 
est, partial payments, bank discount and true discount 
and equation of payments. The subject of ratio and 
proportion and alligation are adequately treated. Con- 
cerning the latter subject the authors have developed a 
simple and ingenious worksheet to permit quick solu- 
tions of problems involved in this peculiar type of 
arithmetic. The rules set forth are clear and simple but 
perhaps the explanations for the rules have not been 
given sufficient treatment. Since the authors have 
covered the subject of indeterminate equations, it 
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should have been possible for them to point out that 
many of the problems in alligation can be solved with- 
out much difficulty by using indeterminate equations. 
The balance of the first volume is made up of a treat- 
ment of simultaneous linear equations with the usual 
applications to various business problems involving 
vicious circles, such as employees of a business receiving 
compensation in the form of a percentage of the net 
profits, distribution of interdepartmental service charges, 
consolidated balance sheets where there are mutual 
stockholdings present, etc. These solutions are worked 
out on the basis of simultaneous equations, the use of 
determinants and finally by the method of repeated dis- 
tribution. 

Volume 2 lays a foundation for the work to come by 
developing the concepts of powers, roots, binomial ex- 
pansions, etc. Simple quadratics are also introduced as 
well as chapters on the use of logarithms, progressions, 
and the slide-rule. These chapters occupy a consider- 
able portion of Volume 2, roughly some 275 pages. The 
rest of the volume is devoted to a thorough treatment 
of compound interest and annuities, bond valuation, a 
section on depreciation and one on the problems of a 
building and loan association. The treatment of an- 
nuities is presented with an extraordinary amount of 
detail. Each case of annuities has a chapter devoted to 
it, and discusses all types falling in that particular case. 
The result is that there is a bewildering array of form- 
ulas presented in the text. It might have been wise to 
bring these formulas together in one place as a sort of 
summary so that the student confronted with a given 
problem may by reference to such a table select the 
exact formula required. It is absolutely impossible for 
even the most thoroughly trained mathematician to 
memorize all of these formulas. Rather than hunt 
through the text to find the particular formula required 
for a problem it will often be quicker to work the formula 
out oneself or to use basic formulas suitably modified for 
the given condition. Moreover, another defect appears 
throughout these chapters. These formulas have been 
derived and an illustration given in each case. To the 
average layman these mathematical proofs are some- 
what unconvincing and the final proof always lies in 
the preparation of a table showing arithmetically the 
accumulations in a fund or the amortization of a debt. 
Such proofs are for the most part lacking due probably 
to space limitations. Nevertheless, their absence does 
constitute a handicap. 

In solving for the interest rate in the annuity formu- 
las the authors have contented themselves with in- 
terpolations in annuity tables. However, solutions may 
also be obtained through the use of binomial expansions 
and these are not, as the authors claim, beyond the 
scope of the treatise in question, since that subject is 
covered by them. 

Chapter 26 introduces some rather novel definitions. 
The chapter deals with bond valuations and it speaks of 
dividend and dividend rates when actually interest and 
interest rates are meant. There is no particular point in 
this rather arbitrary change in the ordinary and ac- 
cepted meaning of these words. Again, the authors speak 
of the amortization of the premium and the accumula- 
tion of the discount on bonds. From an accountant’s 


point of view a discount is not accumulated; it is written 
off or amortized in exactly the same way as the bond 
premium. What accumulates is the book value of the 
bond, not the discount. Since the work is addressed to 
accountants as well as financiers, it is not unreasonable 
to expect the use of language in its technical sense as 
used by these groups. Thus the authors are again guilty 
of speaking of depreciation of mining property when 
technically the term depletion is indicated (page 928). 

The over-emphasis on formulas has tended to ob- 
scure their application to specific business situations, 
Thus there is but little appreciation of the problem of 
valuation of intangible assets, and building and loan 
associations also receive only a very brief treatment. 
The annuity tables are good and include a great variety 
of interest rates not ordinarily found in such tables but 
they run to only 100 interest periods. It is not to be sup- 
posed that in a large undertaking of this sort errors of 
judgment may not creep in. The authors, however, de- 
serve our thanks for having brought together a vast 
amount of material which will be useful to everyone 
interested in this field. 

THEODORE LANG 
New York University 
School of Commerce, Accounts, and Finance 


Mathematics for the Accountant. Samuel Waldo Spec- 
thrie. (New York: The Ronald Press Company, 
1940. Pp. xvi, 209, 50. $4.50.) 


This text of the Northwestern series is a stream- 
lined mathematics text for the accountant. From fly 
leaf to final page the key note is a directness in the 
presentation of working techniques which reduces the 
discussion of theory to a minimum. An attempt has been 
made to choose and dwell upon those aspects of arith- 
metic and algebra which are of special interest to the 
practicing accountant, to select the most usable routines 
for dealing with the problem, and to present the solution 
in a most concrete manner. In this way attention at all 
times is centered upon the accounting problem in ques- 
tion; it is not diverted to the ramifications of abstrac- 
tion. 

The subject of algebra, relegated to the background 
in this treatise, is covered in twenty-five terse pages. 
Simultaneous equations are developed and presented in 
connection with tax and bonus, cost apportionment, and 
consolidation problems. Taking the book as a whole 
algebraic solutions and processes are used only when 
simple arithmetic routine will not suffice, or when defi- 
nition alone will not avail. The topics of simple interest, 
chain discounts, bank discount, and proportion are de- 
veloped without the use of formula. The formulas for 
compound future amount and compound present worth 
are set up from observation. The formulas for the 
amount of an annuity and the present value of an an- 
nuity are derived in one step from a definition. The re- 
lationship between the various members of each formula 
are made clear by algebraic manipulations. In the dis- 
cussion of depreciation methods, formulas are given 
without either derivation or definition. 

Bonds are treated in a general chapter on invest- 
ments. The discussion is restricted to the calculation of 
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value at and between interest dates for ordinary and 
serial bonds, and to amortization by the scientific, the 
straight line, and the bonds outstanding methods. No 
attention is given to the use of bond tables nor to the 
calculation of the effective yield rate. Income is taken 
as the basis for investment valuation in the case of 
stocks and goodwill as well as for bonds. 

Accuracy and efficiency in the simple routine addi- 
tions, subtractions, multiplications, and divisions which 
the accountant, or bookkeeper, must make are given 
special attention. Methods of procedure are suggested 
which if followed, will reduce the chances of error and 
the time consumed to a minimum. Methods are pre- 
sented for checking in a scientific manner for the chance 
errors that have crept into ledger, trial balance, or 
statements. 

A number of problems involving mathematical calcu- 
lations, but which are not ordinarily embodied in a 
mathematics course have been included. One chapter 
devoted to ‘Mathematics of Fire Insurance Settle- 
ments,” indicates the libability of insurance companies 
under coinsurance and contribution clauses, and dic- 
tates formulas for the calculation of this liability. The 
analysis of changes in gross profit makes up a large 
part of the discussion of proportion and ratio. The 
chapter ‘“Mathematics of Inventories” states the prob- 
lems of inventory valuation arising from composite 
purchases, from purchases at different prices, and pur- 
chases involving costs other than invoice price, and 
presents the usual methods for arriving at book, phys- 
ical, and estimated inventories on a cost basis. The 
chapter on “Analysis of Financial Statements” indi- 
cates the more significant uses of ratios and percentages 
in this connection. These are all topics which are apt to 
be slighted in the presentation of the theory courses. 
Professor Specthrie’s arrangement gives ample time to 
their consideration. 

The salient quality of Mathematics for the Accountant 
is that it is codrdinate with the type of material that 
the student has studied in his other accounting classes. 
Many financial mathematics texts are written in a lan- 
guage and from a viewpoint foreign to the accounting 
student. Specthrie’s treatment is merely an extension of 
a familiar universe. Underlying mathematical theory 
has not been presented in many cases, but thereby the 
accounting problem involved is, perhaps, kept the more 
clearly in mind. The tying in of mathematics of account- 
ing with the genera! theory is facilitated by the pres- 
entation of journal entries in connection with the dis- 
cussion of such problems as depreciation, premium and 
discount amortization, fire loss, and composite purchas- 
ing. The end result is a concise, practical treatment of 
the subject matter. 

V. LAUREN SHELTON 

University of Oklahoma 


Land Economics. Richard T. Ely and George S. Wehr- 
wein. (New York: The Macmillan Company, 1940. 
Pp. xiii, 512. $4.00.) 


This represents a new and uptodate treatment of the 
subject matter, first published in 1922, and revised and 
rearranged in 1928 and 1931 by the authors. It reflects 


broad scholarship and evidences deep study and pene- 
trating analysis by the two authors over a long period of 
years. The importance of land economics as a subject of 
scientific analysis is emphasized by the keen interest 
which it inspired in the senior author after a long and 
distinguished career in various phases of the field of 
economics. 

The book begins with a consideration of the basic 
subject: land and population; it then considers three 
aspects of land: as nature, as space, as property; a 
chapter then follows on the economics of land utiliza- 
tion. Agricultural land is then dealt with in two chap- 
ters, one dealing with land tenure and soil conservation. 
Six chapters follow dealing respectively with arid lands, 
forest land, recreational land, water resources, mineral 
and power resources, and urban land. The last summary 
chapter is captioned: “Conservation and Social Control 
over Land: A Summary.” A highly selected bibliog- 
raphy for each of the 14 chapters is included. 

The central theme is economic: Land has a variety of 
uses. It is used to grow food and fiber, to grow timber, 
to provide recreation, as a site for urban centers, etc. 
Various pieces of land should be put to the use for which 
they are best adapted. These best uses are determined 
by net returns. The valuations placed on particular 
lands by different persons or interest tend to determine 
the use to which each is put. Accountants will be inter- 
ested in the discussion of cost of “producing” economic 
land in which the importance of the time element is 
stressed. Interest costs mount during the period while 
improvements are under construction and while land is 
ripening for a higher use, e.g., from farm land to lots 
on which salable houses are actually being constructed. 
(See pp. 143 to 153.) 

Institutional factors in land use are made an inte- 
gral part of the analysis. The authors do not believe 
that the wisest use of land results from strict Jaissez 
faire. Attention is given to the effect of land tenure, 
taxation, zoning, the effects of judicial decisions, etc. 
Obviously a subject as important to the life of a people 
in its broadest sense as is land in its various aspects, 
must be materially affected by the types of institutions 
people create. The institutional factors in this country 
have not all favored wise long-time land use. The home- 
stead law made it more profitable for the pioneer to 
wear out a farm and ask Uncle Sam for another. 
(Page 216.) Examples with respect to timber, mining, 
and oil are also cited. 

However, these criticisms are not set out in the lan- 
guage of a crusader attempting to arouse people against 
certain evils. Rather the institutional setup that caused 
these wasteful practices are pointed out. Moreover, in 
the final chapter the economics of the situation is de- 
veloped. The point of view of the authors is expressed in 
the following: The crusade for conservation accom- 
plished less than it should have, and largely because 
fundamentals of economics and of social philosophy, the 
problems of property, and the legal aspects of conserva- 
tion were neglected or ignored. (Pp. 468-69.) All of 
which reminds this reviewer of the negro boy who found 
the pig which no one else could locate. When asked how, 
he said: “Ah sat down and thought what I’d do if I 
was a pig. Then, I went and done it.” This point is 
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sorely neglected by many of the seekers for reform but 
not by the authors of the work under review. 

What is the question which a farmer has to decide 
when he faces the problem of spending $100 to buy 
limestone in order to maintain or restore the fertility of 
his soil? The authors point out that conservation in- 
volves the balance between the present and the future. 
In this problem accountants will recognize the validity 
of the importance which the authors attach to the dis- 
counting of future incomes. Income to be received in 
the future has a decreasing present value as the period 
of time over which it is to be realized extends into the 
future. Proper land use where questions of conservation 
are concerned requires a long-time point of view. In 
many cases few besides the government will take the 
long view. The authors feel that as this country grows 
older, we will pay more attention to the future and not 
discount it so highly. They quote the former French 
Ambassador Jusserand as saying: “In France, we think 
more about tomorrows, because we have had so many 
yesterdays—we have not your boundless resources; we 
must husband what we possess.”’ (Page 472.) But as a 
salesman of fruit trees once said, “It’s hard to sell fruit 
tress to a man under 45. Young men don’t want to 
wait.” 

L. J. Norton 

Department of Agricultural Economics 

University of Illinois 


Operating Results of Department and Specialty Stores in 
1939. Malcolm P. McNair. (Boston: Harvard Uni- 
versity, Bureau of Business Research, 1940. Pp. vi, 
34, Tables 20, Charts 2, $2.50.) 


For the twentieth consecutive year the Bureau of 
Business Research of Harvard University has presented 
a review of department and specialty store performance 
for the previous year. The bulletins are, necessarily, 
much alike in the presentation of the statistical material, 
but each contributes new statistical information and 
an editorial comment which interprets the activities of 
these stores in the previous year. 

For 1939 the Bureau finds a substantial improvement 
of department store performance over 1938. In fact, 
1939 was one of the most profitable years for depart- 
ment stores during the past decade. In comparison with 
1938 sales increased 53%, expenses decreased 1% of 
sales, and gross margin increased by 4 of 1% of sales. 
The result was a 45% increase in net gain over the net 
gain of 1938. 

The theory that net profits are closely related to 
changes in volume of normal sales is again substantiated 
by the results for 1939. An increase in sales which is 
secured without price-cutting invariably increases net 
profit, and vice versa. Almost any retailer can earn a 
profit if sales have a slight increase from year to year, 
but even the skilled merchant has difficulty in breaking 
even when sales decline. The explanation is not hard to 
find. Increased sales broaden the base for the distribu- 
tion of expense which is about 50% fixed at least for the 
accounting period. This reduces the percentage of ex- 
pense. With a normal increase in sales, a decrease in 
mark-downs helps add to the gross margin. 


The bulletin, as usual, analyzes store performance by 
size of sales volumes of stores and gives general ave 
for department and specialty stores from 1929 to 1939. 

A table, new to his series of studies, gives operating 
results of department stores, classified first by size of 
store and then in turn by size of city. In general, the 
data in this table indicate that, in a given city, the 
larger stores are operated relatively more profitably 
than the smaller stores. This does not mean, of course 
that mere size is the cause of the larger profit. Larger 
stores usually have more skilled management than their 
smaller competitors. Consequently quality of manage- 
ment rather than size may be the cause of the higher 
margin of profit. 

A brief report is made on specialty store operation 
for 1939. These stores as a group did not have as great 
an improvement over 1938 as department stores for the 
reason that they had no decrease in the percentage of 
total expense. The specialty stores had only a slight in- 
crease in sales in 1939 and probably the additional sales 
volume was only sufficient to offset the increase in 
variable expenses which occurred during the year. 

The 1939 Bulletin is a well written, carefully prepared 
study which will be useful to any who are actively inter- 
ested in the current operation of department and spe- 
cialty stores. More detailed information but less edi- 
torial analysis of the operation of department stores is 
issued annually by the Controllers’ Congress of the 
National Retail Dry Goods Association. The two bulle- 
tins supply more detailed statistical information about 
the operation of department stores than is available for 
any other type of retail store. 

E. H. Gavutt 

University of Michigan 


Effective Business English (Second Edition). Robert 
Aurner. (Chicago: South Western Publishing Com- 
pany, 1940. Pp. xv, 848.) 


The present publication is the second edition of a 
book that had already gained recognition in the field of 
applied writing in collegiate schools of business. It is, 
however, more than a casual revision, for some very 
considerable omissions and additions are noted in com- 
paring the two texts. An important and justifiable omis- 
sion is the chapter on Effective Speaking, which in spite 
of its general importance does not seem to have a place 
in a book on applied writing. As a worthwhile substitute 
one may mention the chapter on How to Use the Dic- 
tionary, an effective and well-presented piece of work. 
The subject of this chapter, however, although im- 
portant, suggests an attitude on the part of the author 
that may prove somewhat bewildering to class in- 
structors looking for a definite text on applied writing, 
especially those instructors, of whom there are still too 
many, who know much about English and little about 
business. Professor Aurner is so obviously a scholar and 
has such a wide and accurate grasp of his subject that 
one feels at times that he has almost lost sight of his 
original purpose, English in business, as he includes in 
his book practically the whole theory of written compo- 
sition. 

In a way, however, his point of view is justifiable, for 
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it is difficult to mention any phase of expression that is 
not at times properly the concern of business language. 
Nevertheless, the addition of 180 pages, which enlarges 
the book to a total of 850 pages, does seem to make the 
book larger than the requirements of any ordinary class 
in business writing. 

This rather superficial criticism of the book is, in a 
way, met by the care with which the author has pre- 
pared the text. The subject matter is well chosen, well 
expressed, and excellently arranged. Furthermore, the 
book is well set up. As a result, at no time is the treat- 
ment other than clear; and it is reasonable to assume 
that any person competent to teach business writing in 
college should be able to prepare an outline for his own 
course from the ample material in Aurner’s book, on 
any possible subjects that he wishes to treat. 

Dr. Aurner has a live and versatile personality and 
his book reflects his individuality. As a consequence, his 
text is likely to leave a person with a slower tempo some- 
what breathless. However, American business is cer- 
tainly keyed to a high pitch, and this text is in agree- 
ment with the present approach to business writing 
according to modern business methods. 

Roy Davis 

Boston University 

College of Business Administration 


Security Analysis (Revised Edition). Benjamin Graham 
and David L. Dodd. (New York: McGraw-Hill Book 
Co., Inc., 1940. Pp. xiii, 851. $4.00.) 


This book, like the original ediiton pubilshed six 
years ago, is much wider in scope than the title suggests 
since it deals at some length with the theory of invest- 
ments as well as with the technique of security analysis. 
The broad field which the authors’ conception of their 
subject includes is indicated by their statement that, 
“The object of security analysis is to answer, or assist 
in answering certain questions of a very practical na- 
ture.” These questions (they say) involve four major 
factors, (1) the security, (2) the price, (3) the time, and 
(4) the person. Unlike many of the other works dealing 
with the problem of investments and their analysis, this 
work does not discuss securities by specific types and 
industries. In this connection the authors state that the 
basis of their classification ‘‘is not the title of the issue, 
but the practical significance of its specific terms and 
status to the owner. Nor is the primary emphasis placed 
upon what the owner is legally entitled to demand, but 
upon what he is likely to get, or is justified in expecting, 
under conditions which appear to be probable at the 
time of purchase or analysis.” While many cogent argu- 
ments may be put forward to defend such a classifica- 
tion, the use of the expression “Fixed Value Invest- 
ments” as the title for the section discussing bonds and 
preferred stocks may prove misleading to the average 
reader. 

The technique of security analysis is specifically dis- 
cussed in Parts V through VII of the book. Little em- 
phasis is placed on percentage analysis of financial state- 
ments but the major pitfalls of interpretation of income 
statement and balance sheet figures are very adequately 
discussed and generously illustrated with numerous 


actual examples which should prove of great benefit to 
those who wish to build up a background in the history 
and development of corporate financial practices in this 
country. 

The theory of investment as stated by the authors 
includes a number of statements which seem open to 
challenge by other authorities in the field. Among these 
are the absence of any attempt to relate the investing 
operations of the individual investor to the formation of 
that economic factor of production, Capital, and thus 
to see the investor’s problem in terms of supply as well 
as demand. At one point the statement is made that 
“The fact that no good bonds are available is hardly an 
excuse for either issuing or accepting poor ones. Need- 
less to say, the investor is never forced to buy a security 
of inferior grade. At some sacrifice in yield he can always 
find issues that meet his requirements, however strin- 
gent; ...”’ It seems hard to reconcile this statement 
with the subsequent statement regarding the hardships 
suffered by investors as a result of a shortage of high 
grade industrial bonds and with the statement previ- 
ously made that there is no relation between yield and 
risk, differences in yields being traceable to differences 
in the popularity of issues. A comment such as “Wall 
Street’s naive acceptance of reported income and re- 
ported earnings per share” also seems at variance with 
the advice given elsewhere in the work to investors to 
check conclusions based on their own analysis of securi- 
ties with the statistician of a Stock Exchange firm before 
acting on them in the purchase or sale of securities. 

Probably the conclusion of the authors about which 
the most controversy is apt to arise is in connection 
with their statements to the effect that the preference 
for so-called “‘Blue chips” is not well founded and that 
more favorable investment opportunities exist in the 
securities of the less known companies. Although refer- 
ence is made in the book to The Ebb and Flow of Invest- 
ment Values by Mead and Grodinsky in other connec- 
tions, the comments of the latter regarding the constant 
changes which large companies are able to make in the 
nature of their businesses to conform with changing 
demands are not mentioned in the discussion of the in- 
vestment opportunities afforded by “blue-chip” issues. 
The ability of well managed large companies to make 
such adjustments, as evidenced by duPont for instance, 
would seem of great importance and probably, in the 
opinion of many investors, represents a method of par- 
ticipating in the development of new industries far su- 
perior to investment in companies in the early stages of 
development. However, if these and other controversial 
statements in the present work are the occasion of public 
discussion of the important problems involved, unques- 
tionably a very real contribution will have been made 
to the literature of “Investments” as well as to that of 
“Security Analysis.” D. F. Jorpan 

New York University 

School of Commerce, Accounts, and Finance 


Cost Accounting. John G. Blocker. (New York: Mc- 
Graw-Hill Book Company, Inc., 1940. Pp. xiv, 705. 
$4.00.) 


Now and then it is said that there are enough good 
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textbooks already being published in the various major 
areas of accounting and authors should restrict them- 
selves to research and writing at greater depth in very 
limited areas. It would indeed be unfortunate if every 
accounting teacher should produce a text on the subject, 
but we have not quite reached that stage yet, and the 
current crop of new books and revisions certainly shows 
improvements over the output ten years ago. Further- 
more, although the production of new books in this area 
could be cut somewhat without much loss, it will be a 
sorry day when we rest content with what we have; 
this, together with the tendency for the more expe- 
rienced teachers to restrict themselves to teaching ad- 
vanced courses, would be a calamity for future genera- 
tions of students in accountancy. 

In the area of cost accounting the textbook satura- 
tion point is even further removed and each new book 
contributes certain improvements and gives the teacher 
opportunity for further experimentation in the type of 
material to be taught, and in the manner and order in 
which it can best be presented. 

Professor Blocker’s first edition of Cost Accounting 
should be welcomed as a worthy addition to the family 
of cost accounting textbooks. It is a careful piece of 
work in a tone that is neither too elementary nor too 
advanced for the stage of development of the student 
that it is designed to reach. Although technique and 
procedure are given thoroughly adequate treatment, 
the book emphasizes the control aspects of cost ac- 
counting. As might be expected, budgeting, distribution 
costs, and standard costs are accorded much more de- 
tailed treatment than appears in some of the older cost 
accounting texts. Brief, but realistic and useful material 
is presented on cost accounting for retail establishments, 
banks, and governmental units. 

The book starts with the usual introduction of the 
need and value of cost accounting. Attention is then 
devoted to cost classification and terminology, matters 
which have in the past sometimes been so delayed that 
the student has found himself lost in the fog of a strange 
new language. The third chapter deals with control ac- 
counts and subsidiary records. For some reason these 
subjects are difficult for the student to grasp, at least the 
reviewer has found them difficult for his students to 
grasp, and he is glad to see attention devoted to them 
early in this book. The next chapter has to do with books 
of original entry and the voucher system. Doubtless at 
this stage a brief review of these records is in order re- 
gardless of the fact that the student may be familiar 
with them through earlier courses in accounting. The 
six chapters which follow deal with detailed procedure 
in accounting for material, labor, and overhead as sepa- 
rate subjects, and with the technique and general pro- 
cedure of budgeting. The continuity is then broken by 


the insertion of three chapters covering cost accounting 
for retail establishments, banks, and governmental 
units. The reviewer would prefer to take these subjects 
later in the course, and the author in his preface states 
that these ‘‘ . . . may be omitted entirely, or their treat- 
ment postponed until all other chapters have been 
studied, without loss of continuity or without confusion 
to the student.” It is quite possible, however, that these 
three chapters represent a temporary departure that 
would help to maintain the student’s interest and also 
as the author says: ‘‘The elementary cost aspects of 
these types of enterprise, as compared with manu- 
facturing and distribution cost methods, introduce the 
student gradually to cost techniques and aid him in 
understanding the more involved cost procedures pre- 
sented in subsequent chapters.” The next six chapters 
deal with procedures in process cost accounting and 
production order accounting. In these chapters the 
greatest improvement over older texts appears in the 
material on overhead costs. Sections follow dealing 
better than adequately with distribution costs and con- 
trol and accounting for administration expenses. Chap- 
ters XXIII through XXVIII cover various aspects of 
standard costs and their relationship to budgeting, and 
considerable attention is devoted to the ascertainment 
of variances from standard and their meaning. On the 
whole the material on standard costs is excellent. The 
final two chapters take up respectively, joint cost and 
by-product cost accounting and uniform cost systems. 

There are questions at the close of every chapter, and 
problems at the close of chapters where the working out 
of problems will aid the student in grasping the subjects 
covered. An Appendix presents cost problems which 
were included in the examinations in accounting theory 
and practice prepared by the board of examiners of the 
American Institute of Accountants and given during the 
period, May, 1932, to November, 1939, inclusive. The 
questions and problems at the close of the chapters have 
obviously been prepared with care and provide the 
teacher with ample material to keep his students busy. 
As is natural, most of the questions are designed to test 
what the student has learned from the text. In future 
editions it would be helpful if more questions were in- 
cluded which forced the student to take a position and 
to state his opinion, rather than to repeat something 
he has read. 

The book could be further strengthened by citing 
additional cases for illustration and discussion and in 
this connection the Bulletin of the National Association 
of Cost Accountants might be used to good advantage. 

CLARENCE B. NICKERSON 


Graduate School of Business Administration 
Harvard University 
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UNIVERSITY NOTES 


Harry D. KERRIGAN 


UNIVERSITY OF ALABAMA 


§. Paul Garner, associate professor of account- 
ing, has collaborated with G. H. Newlove of the 
University of Texas in the writing of a text en- 
titled Elementary Cost Accounting, which is ex- 
pected to be published in January, 1941. Chester 
K. Knight, professor of accounting, and current- 
ly secretary of the Alabama Society of C.P.A.’s, 
will address the Birmingham chapter of the 
N.A.C.A. next February. 

E. J. Kirkham of the University of Illinois, 
and Ray Sadler of the University of Indiana, 
have received appointments as instructors in ac- 
counting. J. M. Charlton, instructor, has resigned 
to become an officer of the United States army. 


UNIVERSITY OF ILLINOIS 


Assistant professor R. L. Rosbe has joined the 
staff of Arthur Andersen and Co., Chicago. In- 
structor W. E. Campbell has received an appoint- 
ment in the Wharton school of the University of 
Pennsylvania. Professor H. H. Baily’s text on 
accounting systems will be published shortly; 
the book has been used in classes at the univer- 
sity for several years in mimeographed form. 

The Accountancy Club, with a membership of 
over 400, continues as the most active club on the 
campus. 

UNIVERSITY OF IOWA 


Professor Winter served as chairman of a 
round table on progressive accounting education 
at the recent convention of the American Insti- 
tute of Accountants in Memphis. Leaving the 
staff are instructors J. V. Fordon, who returns to 
the University of Washington, and R. G. Ashamy, 
who plans to enter public accounting. Arriving as 
instructors are E. B. Austin and H. W. Wright. 


MOoNnrTANA STATE UNIVERSITY 


M. C. Wren and M. Grady have been ap- 
pointed instructors. A large number of students 
took the C.P.A. examination last November. 

UNIVERSITY OF NEW HAMPSHIRE 


Hotel accounting has received special atten- 


tion by the organization of a full year’s study of 
this subject, following a year of general account- 
ing. Instruction is in charge of A. W. Johnson. 


UNIVERSITY OF OREGON 


A bill is being considered by the state legisla- 
ture regarding the licensing and regulation of ac- 
countants engaged in municipal work in the state. 


UNIVERSITY OF PENNSYLVANIA 


The following have been added to the staff as 
instructors in accounting: A. R. Bell, Jr., formerly 
with the Sun Oil Company, and J. C. Aiken, 
formerly with a law firm; also W. E. Campbell 
(as reported above). 


UNIVERSITY OF SOUTHERN CALIFORNIA 


The university sponsored its second annual 
accounting institute on November 7, 1940. The 
general theme was Clarity, Brevity, and Realism 
in Reporting. Sessions started at 9:15 a.m. and 
continued through the evening. Speakers, includ- 
ing participants as leaders of round tables, num- 
bered well over thirty, and represented many 
lines of industry operating in the Los Angeles 
area. 

STANFORD UNIVERSITY 


The graduate school of business is now housed 
in its own building, which has ample library and 
classroom facilities. Enrollment this year is 200. 

It is against the law in this state for a member 
of a university faculty to serve on a C.P.A. board. 


TEMPLE UNIVERSITY 


Lecturer R. J. Christy, C.P.A., L.L.B., re- 
ceived the J.S.D. degree from New York Univer- 
sity, in June, 1940. The subject of his thesis was 
“Taxation of Personal Property in Pennsylvania.” 


WAYNE UNIVERSITY 


Instructor C. G. Seasward has joined the 
United States marines as a captain. Rufus Wixon 
is this year teaching half a normal schedule of 
classes in order to devote the remainder of his 
time to the development of a new accounting sys- 
tem for the university. 
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AMERICAN ACCOUNTING ASSOCIATION 


TWENTY-FIFTH ANNUAL MEETING 


December 27-28, 1940 
The Blackstone Hotel, Chicago, Illinois 


PROGRAM 


FIRST SESSION Friday, December 27, 10 a.m. 


Chairman: Howard C. Greer, Vice President Kingan & Co., Indianapolis, In- 
diana. 
Papers: “Determining the Current Financial Position of a Municipality” 


Arthur N. Lorig, University of Washington. 


“The Accounting Provisions of the Investment Company Act of 1940” 
Frank P. Smith, University of Rochester. 


“Accounting in the National Defense Program” 


Herbert F. Taggart, University of Michigan and associated with the Ad- 
visory Commission to the Council of National Defense. 


SECOND SESSION Friday, December 27, 2 p.m. 


Chairman: Victor H. Stempf, Touche, Niven and Co., New York City, and 
President National Association of Cost Accountants. 


Topic: Accounting Principles 


Papers: “Stock Dividends” 
Thomas York, The Ronald Press Company, New York City. 


“Inventories” 
Edward A. Kracke, Haskins and Sells, New York City. 


E. L. Olrich, President The Munsingwear Company, Minneapolis, Minne- 
sota. 


A. C. Littleton, University of Illinois. 
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THIRD SESSION Friday, December 27, 6:30 p.m. 


Annual Banquet and Business Meeting 
Reports of Officers and Committees 


Talk: “Reflections—Twenty-Five Years in the American Accounting Associa- 
tion” 


Hiram T. Scovill, University of Illinois. 


FOURTH SESSION Saturday, December 28, 9:30 a.m. 


Chairman: L. J. Buchan, Tulane University. 


Topic: Accounting Principles. 


Papers: Comments on “An Introduction to Corporate Accounting Standards” 
(American Accounting Association Monograph #3) ' 
Edward B. Wilcox, Edward Gore and Co., Chicago, Illinois. 
An analysis of the criticisms of “The Tentative Statement of Accounting Prin- 
ciples Underlying Corporate Financial Statements” 
Harry D. Kerrigan, Northwestern University. 
Robert L. Dixon, Jr., University of Chicago. 


FIFTH SESSION Saturday, December 28, 2 p.m. 


Chairman: O. R. Martin, University of Nebraska. 


Topic: Some Newer Ideas in Accounting Education. 


Papers: “Another Approach for the Beginning Student” 


Louis O. Foster, Western Reserve University. 


“An Accounting Course in the Graduate Program of the Social Science Student” 


Willard C. Beatty, Brown University. 


“What is Proper Training for Accountants?” 


Sidney G. Winter, University of Iowa. 
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MIRAGE 


Visual mirage is present if the fluctuating line above looks like the straight one. 
Money mirage is present if the fluctuating value of money looks level. Money 
mirage causes in conventional accounting, which is unnecessarily (and unwisely) 
based on it, another mirage—the illusion that accounting figures are really 
what they seem. Most of them, however—especially such pivotal figures as surplus 
and net income—masquerade in ill-fitting dollar costumes that make them look 
too big or too small. To dispel such accounting mirage, consult— 


STABILIZED 
ACCOUNTING 


By Henry W. Sweeney, Ph.D. (Columbia), C.P.A. (New York) 
Member of the Bar (D.C.) 
Professor of Accounting, Georgetown University 
Foreword by Roy B. Kester, Ph.D., C.P.A. 
Professor of Accounting, Columbia University 


By a simple process of restating ordinary dollar amounts at their equivalents in 
uniform dollars, Stabilized Accounting makes balance sheets and income state- 


ments more accurate and more complete—hence, more trustworthy and more 
valuable. 


Concisely written and amply illustrated, this book is indispensable for a clear 
understanding of accounting principles and interpretation of accounts. 


Send for a copy on approval. Price, $3.00 


HARPER & BROTHERS 
49 East 33rd Street New York, N.Y. 
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CORRESPONDENCE COURSE 


seca | ACCOUNTANTS SOCIETY, Inc. 


When you are athed fo a 


in Accounting 


EXECUTIVE EDUCATIONAL COMMITTEE 
OR one reason or another JOHN T. MADDEN = President, International Accountants 
C.P.A., B.C.S., M.A., Sc.D. Soctety, Inc.; Dean, School of Com. 
some who enroll as students 


merce, Accounts and Finance, New 
York University; Former President, American Association of 


ty Instructors in Accounting; Former President, Amer. 
at resident universities drop out Schools of Business. 
H Chairman, Board of Directors, I nter- 
before graduation. Many of them Acc ountants Society, Inc.; 
Dean Emeritus, College of Engineer- 
are naturally interested in find- ing, Cornell University; Former President, American Society of 
Mechanical Engineers; author of “Cost Finding,” “Industrial 
ing a good correspondence course Economics,” and other textbooks. 
Vice-Chairman, Board of Directors, 
in accounting. International 
ormer Chairman, Board o 
Because the student is likely to Directors, Company ; 
artment o anagemen niversity; author o 
ask his instructor’s advice in such "Office Management” and other textbooks. 

esones ELLIS Certified Public Account. 
case, accounting instructors are ant; Member of Faculty, Interna- 

airman, Illinvis Chamber of Commerce; Former Presiden 
invited to become familiar with American Society of Certified Public Accountants; Former Pres. 
the type of training offered by ident, Executives Club of Chicago. 
A STEPHEN enman Vice-President and Educational 
the International Accountants B.Sc., C.P.A Director, International Accountants 
Prof Pha Inc.; of “ Accounting 
oncepts of Profit,” “Analyzin inancia Statements,” “Prin. 
Society, Inc., whose thirty “seven Accounting,’ technical articles on 
counting and allied subjects. 
years’ experience has developed sanieiat 
an effective home-study program. Stanley E. Beatty, C.P.A. Paul H. Moore, C.P.A. 
A. C. Bischel, C.P.A. C. E. Packman, 
We will gladly send our 48-page Harold W. Boedeker, C.P.A. Russell C. Swope, C.P.A. 
iti msho' . Teery, COPA. 

ohn inderlon arry G estphaln, 
for Corporation Accountants, James W. Love, C.P.A. Earl R. White, C_P.A. 
to those who may ask your ad- 


vice as to how to complete their unfinished study of accounting, or how to 
broaden their original training by pursuing special courses in the manage- 
ment aspects of accounting. 


INTERNATIONAL 
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An Outstanding New Text 
COST ACCOUNTING 


By Joun G. BLOCKER 


ros Professor of Accounting and Chairman of Accounting Department 
— University of Kansas 

McGraw-Hitt ACcouNTING SERIES 

ew 
a 705 pages, 6 x 9. $4.00 
er en four months ago, this new text already has been widely endorsed by teachers of 
rial accounting as one of the freshest, most up-to-date treatments of the subject now available. 
ors, Twenty-four colleges and universities have adopted the text. Representative institutions 
of include University of California, Cornell University, Drake University, University of Kansas, 
> of Massachusetts Institute of Technology, North Dakota Agricultural College, University of New 
nade Hampshire, University of Notre Dame, Rensselaer Polytechnic Institute, Syracuse University, 
ng and The State College of Washington. 
dent 

ae Dean JAMES B. TRANT, College of Commerce, Louisiana State University, says: 
— “I have gone through this book carefully, and I am delighted at the author’s fine approach, 
ting superb treatment, and excellent analysis. I believe you have published an outstanding book in 
the field of cost accounting.” 


The book contains discussions of the following topics which are not usually covered in other 
cost accounting books: 
—cost accounting for department stores 
—cost accounting for financial institutions, exemplified by banks 


—governmental cost accounting 


—budgeting and the importance of budgetary control to cost accounting 
—wage incentive and compensation systems 
—accounting for social security taxes 


There is a wealth of instructional aids, including cost charts, diagrams, forms, and schedules; 
cost problems and questions; etc. 


Solutions to Problems. 164 pages, 82 x 11. $1.00. This booklet presenting solutions to the 
problems contained in Cost Accounting text will be supplied gratis to teachers who have 
adopted the text. 


Students’ Workbooks are in preparation. 


Send for a copy on approval 


McGRAW-HILL BOOK COMPANY, Inc. 


330 West 42nd Street New York, N.Y. 
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TWO OUTSTANDING BOOKS FOR 
COLLEGIATE ACCOUNTING COURSES 


FOR SECRETARIAL MAJORS 


| SECRETARIAL ACCOUNTING 


By SHERWOOD and BOLING 


SECRETARIAL ACCOUNTING provides instruction in elementary accounting 
for students of college grade. The fundamental principles of accounting are de- 
veloped in the textbook and applied through the medium of workbook problems 
and practice sets. Part I develops the cash basis of accounting as applied to pro- 
fessional and personal service enterprises. Part II develops the accrual basis of 
accounting as applied to mercantile and trading enterprises. The theory of busi- 
ness ownership is presented so that the student may become acquainted with the 
sole proprietorship, the partnership, and the corporation forms of organization. 


FOR ACCOUNTING MAJORS 


ACCOUNTING PRINCIPLES 


THIRD EDITION—By McKINSEY and NOBLE 


ACCOUNTING PRINCIPLES has the distinction of being used in 555 colleges 
and universities. Popular features of this elementary accounting course include 
a detailed discussion of corporations, securities, budgets, an emphasis on state- 
ment analysis, and a constantly expanding spiral development of the principles. 
Accounting for social security records is introduced as it is needed. A special 
chapter has been introduced covering income tax accounting, sales tax accounting, 
and accounting for social security. 


Complete teaching materials are available, including workbooks, practice sets, 
optional achievement tests, and a manual of solutions to the problems. 


Now READY 


FIFTH SUPPLEMENT 


ACCOUNTANTS’ INDEX 


January 1936—December 1939 


HE past few years have been characterized in accounting, as in other fields, by 

critical review of standards of procedure. As a natural consequence, these years 

have produced a wealth of professional literature which, in turn, has created a demand 
for another volume of the Accountants’ Index. 


The Index, with its 
supplements, is a ref- 
erence work which 
lists all significant 
material published in 
English on subjects 
related to account- 
ancy. Each supple- 


N considering a_ specific 

problem it is almost obliga- 
tory—and certainly desirable— 
to know the latest authoritative 
views on the subject. The Ac- 
countants’ Index is therefore of 
great value to practitioners, 
teachers and students of ac- 
counting. The work is designed 
to save its user many hours of 
research. 


ment is complete in 
itself as to the period 
covered and it is not 
necessary to own all 
the prior volumes in 
order to obtain the 
benefits of the pres- 
ent one. 


The volume, containing 577 pages covering the eventful years, 
January 1936 to December 1989, will be found a valuable addi- 
tion to your accounting library. Price $10 a copy, net. 10% 


discount in quantities of ten or more copies. 


A sample page of the Index will be sent upon request to those not acquainted with the work. 


As only a limited number of copies will be printed, we request 


that you make your reservation now. 


AMERICAN INSTITUTE PUB. CO., Ine. 


13 East 41st Street 


New York, N. Y. 
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Monograph Number 2 


FINANCIAL 
STATEMENTS 


By M. B. Danrets, Pu.D. 


TECHNICAL ASSISTANT, BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM; 
CONTRIBUTING EDITOR OF THE ACCOUNTANTS’ HANDBOOK 


With a Foreword by 


ARTHUR ANDERSEN 


CHAPTERS 


I. Nature AND PurPosEs oF FINANCIAL STATEMENTS 
II. ConTENT AND ARRANGEMENT OF BALANCE SHEET 
III. Content aND ARRANGEMENT OF INCOME STATEMENT 
IV. SUPPLEMENTARY FINANCIAL STATEMENTS 
V. ConsoLIpATED STATEMENTS 
VI. RecenT Procress IN STATEMENT PRACTICE 
VII. VaLuaTion PRoBLEMs 


This monograph is the result of an intensive study of financial reporting extending 
over a period of several years, and including a careful survey of the recent reports of 
several hundred industrial corporations. The entire field of statement presentation is 
covered, critically and authoritatively, and the discussion is closely articulated throughout 
with fundamental principles. The book is amply illustrated with excerpts and complete 
statements, carefully selected from published reports. 

The Executive Committee of the Association considers this work to be an outstanding 
contribution to the literature on statement presentation and accounting principles, and 
believes that it is worthy of the serious attention of all practicing accountants, private as 
well as public. The Committee also believes that accounting instructors will find the book 
of marked value as a text in advanced courses in accounting principles. 


215 pages—Price $1.00 


AMERICAN ACCOUNTING ASSOCIATION 
6525 Sheridan Road 
CHICAGO 
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—IN THE FRONT RANK in 


Accounting Education and Practice 


BELOW, are two new units, and one which is completely 
revised, of the famous “Complete Accounting Course," 
developed at Northwestern University. Each unit consists 
of 15 lectures with practice assignments and solutions. 


MATHEMATICS 
FOR THE ACCOUNTANT 


By S. W. SPECTHRIE, M.B.A., C.P.A. Assistant Professor of 
Accounting, Northwestern University. 
NEW. A textbook dealing with the practical uses of 
mathematics in the accountant’s work—with the basic 
functions of arithmetic; the fundamental problems of 
investment mathematics; and the simpler algebraic 
equations. Affords practice in application of these uses; 
presents methods that increase student’s speed, accuracy. 
Use of mathematical formulae is minimized. Those 
technical terms that are used are first carefully ex- 
plained. Substantially all illustrations and assigned 
problems relate to accounting; many taken or adapted 
from C.P.A. examinations. 


Solutions give student helpful points on problem 
analysis and set-up, 50 pages of tables. 295 pages. $4.50 


FEDERAL INCOME TAX 
ACCOUNTING 2nd Edition 


By STEWART Y. McMULLEN, M.B.A., C.P.A., Assistant Professor 
Federal Income Taxes and Accounting, Northwestern University. 
NEW. Provides material for a short basic course. The 
coordinated “lectures” with problems, cover, step by 
step, clearly and thoroughly, the successive aspects of 
tax accounting, including the excess profits tax. The 
student sees the distinct methods followed for each of 
the basic entities; individuals, corporations, partner- 
ships, trusts. He learns accounting procedure through 
rules and cases. Explanation is built right around the 
returns. Each tax form is discussed item by item, 
together with details of preparing work sheets. Prob- 
lems with solutions help student organize his 
understanding of how to handle specific $5.00 
situations. 418 pages. 


INTRODUCTORY 
COST ACCOUNTING 


By CECIL GILLESPIE, M.B.A., C.P.A., Prof 
Northwestern University. 
IN PREPARATION—a complete revision of this widely 
used text; reflects the meaning ,present-day develop- 
ments have assigned to cost accounts. 

Offers, not merely knowledge of principles and meth- 
ods of costing product, but, with increased emphasis 
in this edition, a valuable by-product instruction in in- 
dustrial management. Through some of the lectures, 
the student follows, in a practice set based on an 
actual manufacturing set-up, a series of coordinated 
transactions that exemplify day-to-day operation of in- 
dustrial accounts. Also covers process costs, by-product 
and _ product method. In this — are added 
many discussion questions and option 
problems. 300 pages. With practice blanks. $3.00 


2nd Edition 
of Acc ting, 


AUDITING Theory and 
Practice 6th Edition 


By ROBERT H. MONTGOMERY, C.P.A., of 
Lybrand, Ross Bros. & Montgomery 
NEW treatment from start to finish, to 
reflect changes and developments of the 
past six years in professional practice, of 
a book which for thirty years has been an 
accepted American standard on auditing. 
Gives an authoritative interpretation, in 
light of differing opinions and shifts in 
emphasis, of all that auditing activity, 
in the last analysis, stands for today. It 
is the last-word expression of what the 
profession views as good accounting and 
auditing, practice and procedure. Is con- 
tinually quoted on questions 

among accountants and in 
courts of law. $6.00 


ACCOUNTING 
REQUIREMENTS of 
the Securities and Ex- 
ehange Commission 

By B. BERNARD GREIDINGER, Ph.D., C.P.A. 


UP-TO-DATE, INCLUDING REGULA- 
TION S-X. This urgently needed volume 
offers a comprehensive, coordinated pre- 
sentation of the Commission’s require- 
ments for preparing of financial state- 
ments. It draws their pattern especially 
as disclosed in amendments to registra- 
tion statements made in response to Com- 
mission’s deficiency letters. Interest in 
these requirements has been mounting 
steadily. The vital case information neces- 
sary to an understanding of them is to be 
had only by extended, painstaking inves- 
tigation of the Commission’s public files. 
This investigation Greidinger has made. 
He specific form and 
procedure whic ommis- 

$6.00 


sion has found acceptable. 
BANK ACCOUNTING 
PRACTICE 
By L. H. LANGSTON 


UP-TO-DATE. The entire accounting of 
the modern bank, including all p 
—commercial, fiduciary, foreign ex- 
change, savings—and all departments— 
operating and specialized. 

Tells how bank accounting is carried 
on, and why procedures have been devel- 
oped the way they have. Emphasis is on 
new things in banking; new 
administrative problems. $5.00 


THE RONALD PRESS COMPANY, Publishers 


New York, N. Y. 


15 East 26th Street 
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ACCOUNTING 
AND BUSINESS 
DICTIONARY 


Second Edition Revised and Enlarged 


By EMILE BIENVENU 
CERTIFIED PUBLIC ACCOUNTANT 


President, State Board of Certified Public Accountants 
of Louisiana; Former Chairman Louisiana Board of 
Tax Appeals ; Past President, Society of Louisiana Cer- 
tified Public Accountants; Member American Institute 
of Accountants. 


MEETS THE NEEDS OF ACCOUNTANTS, OFFICE EXECUTIVES, BOOK- 
KEEPERS, BANKERS, LAWYERS, TEACHERS, AND BUSINESS AND 
PROFESSIONAL MEN AND WOMEN GENERALLY WHO ARE OFTEN- 
TIMES UNCERTAIN REGARDING THE CORRECT DEFINITION OR 
PROPER USE OF ACCOUNTING, FINANCIAL, BUSINESS LAW, INSUR- 
ANCE, TAX, AND MISCELLANEOUS BUSINESS TERMS. 


INVALUABLE TO STUDENTS IN ACCOUNTING, BOOKKEkcPING 
AND BUSINESS COURSES 


290 pages 614 x 9 inches $6.00 Postpaid 
Order a copy on approval 


POYNTON PRESS COMPANY 
831 Whitney Bldg., New Orleans, La. 
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Cosrdinated Materials por the 
Auditing Course 


Audit Practice Case 


by A. W. Hotes, University of Cincinnati 
and E. H. Sxinner, C.P.A., University of Chicago 


This new audit case is designed to give the student an opportunity to apply 
the theories and procedures of auditing to specific conditions encountered in actual 
audit work. It is carefully coordinated for use with Auditing: Principles and Pro- 
cedure by Holmes but it is so arranged that it can be used successfully with other 
texts. 


The case requires the student to conduct a complete audit and to write the 
audit report. All forms and records conform with those used in actual practice. 
This case is based upon, and coordinated with the Illustrative Audit Papers 
included in the auditing text. Thus the book and the case present a carefully 
planned and unified study of auditing principles and their practical application 
to auditing practice. 


A complete Solutions Manual is available. 


Ready December 20 Price— 


Text and Case $6.50 
Audit Case only $3.50 


Auditing: Principles and Procedure 


by A. W. Hotes, University of Cincinnati 


Adopted by 100 colleges and universities Auditing: Principles and Procedure 
by Holmes has become a standard and leading text in this field. It presents a 
complete treatment of auditing theory, procedure, and practice. Emphasis is given 
to actual principles and procedures of auditing both in the text material and in 
the 487 questions and problems. 


An excellent set of illustrative working papers based upon an actual audit 
covering a medium sized engagement are included. A Solutions Manual is avail- 
able. 


561 pages 119 page Illustrative Audit Price $5.00 


Richard D. Irwin, Inc. 


Business Publications, Inc. 


332 South Michigan Avenue, Chicago 
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TW COMMERCIAL 
LAW TEXTS 


STANDARD LAW TEXT—for 3 to 5 Semester Courses 


by A. Lincoln Lavine, Chairman Law Department, St. John’s University School of 
Commerce and John P. Maloney, Vice-Dean, St. John’s University School of Law. 


MANUAL ON COMMERCIAL LAW— 
for Short Course Teaching by A. LINCOLN LAVINE 


These books, by active practitioners and educators with over 25 years’ ex- 
perience, are written for university schools of commerce and for C.P.A. 
review courses. They are invaluable to high schools as a reference work. The 
text matter, authoritative in the highest degree, is supported with teaching 
aids, achievement tests and questions and answers from C.P.A. examinations 
in commercial law. 

We invite inquiries from schools seeking to establish commercial law 
courses or to modernize or expand present schedules. Every cooperation is 
extended to make the use of these texts effective. Send for descriptive litera- 
ture and inspection copies. 

These texts will be exhibited at the convention of the American Business 
Law Association, Hotel Stevens, Chicago, beginning December 27. Delegates 
are invited to inspect them at our booth. 


PROFESSIONAL PUBLICATIONS 
Woolworth Building New York City 


Depreciation from a New Approach... 


PRINCIPLES OF PUBLIC-UTILITY 
DEPRECIATION 


By Perry Mason, Ph.D., C.P.A. 


“The present monograph is designed to clarify the underlying issues and to point the way to their 
sound solution. Professor Mason analyzes the general principles of depreciation, examines and 
appraises the concepts and methods pursued in this sphere by public-utility enterprises and regula- 
tory commissions, and traces the development of the attitudes of the courts toward the policies and 
practices involved. The entire treatment is critical as well as expository.”—I, L. SHarFMAN, Profes- 
sor of Economics, University of Michigan. 

“A thorough, comprehensive and remarkably well-written treatise on the principles of public-utility 
depreciation.”—-W. C. MuLLenporE, Executive Vice-President, Southern California Edison Company. 


PRICE $1.00 
Published as the first of a series of monographs 


on accounting principles by the 


AMERICAN ACCOUNTING ASSOCIATION 
6525 Sheridan Road Chicago 


At Last, A Book on Controllership! 


“CONTROLLERSHIP: ITS FUNCTIONS AND TECHNIQUE” 


It takes the mystery out of Controllership, 


It clears up uncertainties and vague thinking as to what Controller- 
ship is. 


The JOHN H. MacDONALD 


The National Broadcasting Comp ber of She ¢ ee ioe of America. A Member 
of Its National Board of Bivestecn, a of Its C th of “Office 


Management” and Practical Budget Procedure. 


The First Book of Its Kind in this Field 


For controllers; for members of their staffs; for bankers, business executives, corporate directors 
and attorneys; for university instructors and their students; for public accountants and important 
members of their staffs; for all whose work touches on that of the controller. 


This book brings together for the first time information as to what controllership is, what a controller does, 
what tools he works with, what his relations are with public accountants, and with governmental bodies; his 


part in the formulation ‘of com any policies, and in management; his. interpretative function; and what 
reports he makes and in what form. 


It is but natural that The Controllers Institute of America should have this information, and that it should 
be the agency to make it available to the business public. The importance of controllership has been expanding 
so rapidly in many directions that there are few, other than those actually engaged in it, who know all about 
it, or are acquainted with all its ramifications and growth. 

The Book Has Just Come from the Press and Is Ready for Immediate Delivery. 
Price, $2, plus Postage (8 Cents) 


CONTROLLERS we OF AMERICA 


One East Forty-Second Street New York City 


TWO OUTSTANDING ACCOUNTING TEXTBOOKS 


In Production Second Edition 


ACCOUNTING 
for ENGINEERS 


By Joun R. Bancs 
Professor of Administrative Engineering 


and Grorce R. HANSELMAN 
Assistant Professor of Administrative Engineering 
Both of Cornell University 


Appr. 450 pages 6x 9 Probable Price $4.00 


Problem and Practice Set 
Will Accompany This Textbook 


A textbook planned to give students knowledge which 
engineers and industrial executives should have of 
accounting, its place, and results which may be 
demanded of it. Approach and presentation are along 
lines understandable and familiar to engineerin 
students. A splendid foundation for a more advanc 
course in Cost Accounting. 


COST ACCOUNTING 
Principles and Methods 


By Cuartes REITELL 


Staff member, Stevenson, Jordan and Harrison, 
Management Engineers 


and C. E. JoHNnston 


Dean, Schools of Business, International 
Correspondence Schools 


425 pages 6x9 $3.50 
Cost Accounting Problems, 111 pages, $1.00 
Three Practice Sets, $1.50 


This textbook is now in the second large printing 
of the Second Edition. Its First Edition underwent 
six printings, and was used as a textbook in more 
than 70 schools and colleges. Of great convenience 
to both teacher and student are the practice sets which 
make use of the book more attractive than ever, 


Send for Examination Copies on Approval 


INTERNATIONAL TEXTBOOK CO. 


Scranton 


Pennsylvania 
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IT’S NEWS... when Pretecsee Finney writes a new book! 


As author of the world’s most widely adopted basic accounting set and editor 
of its most famous accounting series, he is known and respected wherever 
accounting is taught. 


In fact, as Professor Theodore Lang of New York University recently said, 
“Mr. Finney’s reputation as an accountant and a writer is so solidly rooted 
that anything he writes automatically becomes compulsory reading.” 


But when he writes an entirely new TYPE of book .. . 


... it’s nothing less than a forward step in accounting education! And he has 
just written an utterly different text, specifically designed to provide an 
efficient course for general business students who do not intend to become 
professional accountants. 


Too often such students are forced to choose between two extremes. Either 
they must be satisfied with a survey course that skims over the subject without 
developing the sound grasp of fundamentals they will need for general 
executive work—or they must devote a disproportionate amount of time to 
the complete basic course given prospective accountants. 


GENERAL ACCOUNTING 
By H. A. FINNEY 


Professor of Accounting, Northwestern University; Member of the firm of 

Baumann, Finney & Co.; Editor of Prentice-Hall Coordinated Accounting 

Series; Author of Introduction to Principles of Accounting, Principles of 
Accounting—Intermediate, and Principles of Accounting—Advanced 


solves this problem by making it possible 
to give, in a single year, a streamlined ver- 
sion of the complete basic course given to 
professional accounting students. 


In this new text, the author teaches account- 
ing fundamentals with all the clarity and 
thoroughness for which he is justly famous— 
and demonstrates their application with com- 
plete illustrative examples. 


He develops in the non-professional account- 
ing student the grasp of basic principles he 
will need to handle intelligently the problems 
he is apt to encounter in business. But, by 
rigorously excluding all details that would 
benefit only the professional accountant, Pro- 
fessor Finney has produced the ideal basic 


Prentice-Hall, Inc. ~ 


70 Fifth Avenue ~ 


text for the prospective credit manager, sales 
manager, advertising manager—or general 
executive. And the student of law, engineer- 
ing, or chemistry who hopes to rise eventually 
to an executive position will find GENERAL 
ACCOUNTING an indispensable aid to his 


success. 


It is amazingly flexible, for the more ad- 
vanced chapters have been written as com- 
plete units and may be taken up in whatever 
sequence you prefer. Special book containing 
detachable tests and questions for each chap- 
ter may be purchased separately. 


Publication: February 1, 1941. College List 
$4.00. Teachers, reserve your examination 
copy, today, by writing Dept. A. 


New York City 
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MONOGRAPH NO. 3 


An Introduction to 
Corporate Accounting Standards 


By 
W. A. PATON, Ph.D., C.P.A. 


A. C. LITTLETON, Ph.D., C.P.A. 
Foreword by Howarp C. GREER 


From the authors’ preface: 

“We have attempted to weave together the fundamental ideas of account- 
ing rather than to state standards as such. The intention has been to build 
a framework within which a subsequent statement of corporate accounting 
standards could be erected. Accounting theory is here conceived to be a 
coherent, coordinated, consistent body of doctrine which may be com- 
pactly expressed in the form of standards if desired. The possibility of 
acceptable variations from standards is not rejected. But it is essential to 
good corporation accounting reports that departures from standard be 


recognized as such and that management have adequate reasons for them.” 
160 Pages—Heavy paper binding—$1.00 a copy 


Published by 
American Accounting Association 
6525 Sheridan Road 
Chicago 


THE AMERICAN INSTITUTE OF ACCOUNTANTS 


is cooperating with the American Accounting Association, and is acting as distributor 
of the book. Orders should be addressed to the Institute, 


13 East 41st Street-—New York, N.Y. 
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